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SERVICE 

Mr. Crenshaw. Well, good morning, everyone. The hearing will 
come to order. 

This is the subcommittee’s first hearing of the year. So welcome 
to all our returning members. Glad to have you back. And always 
appreciate your attention to these important issues that we face 
here in the subcommittee. 

Today we are going to hear from the Internal Revenue Service 
Commissioner, John Koskinen. 

Welcome, Commissioner. We appreciate you taking the time to be 
with us today, and especially since the budget was released so re- 
cently. Thank you for being here. 

As a matter of housekeeping, we are going to follow the 5-minute 
rule that we did last year. Members are going to be recognized in 
order of seniority, those that were here when the meeting started, 
and the latecomers will be recognized in order of their arrival, and 
we will go back and forth from side to side. And if everyone will 
try to keep their questions and comments to 5 minutes, then every- 
body will have a chance to be heard. 

Now, over the past 5 years, the IRS budget request, in my view, 
has been a little bit unrealistic, a little bit excessive, because it has 
averaged $1.6 billion, or 14 percent, above the last year’s enacted 
level. And the IRS hasn’t received either a dollar or a percentage 
increase of that magnitude over the past 20 years, so history would 
not seem to be in your favor. 

Now, this year’s request is not quite as excessive. For 2017, the 
IRS is requesting $12.3 billion. That is $1 billion, or a 9.3 percent 
increase, over last year. However, less than 20 percent of the budg- 
et increase is for taxpayer services, strengthening cybersecurity, 
and eliminating identity theft. This committee believes that these 
three activities should be a top priority of the IRS and they should 
be funded accordingly. 

In addition, the budget before us today removes some of the good 
government provisions that cure what we believe ails the IRS, such 
as reviewing the appropriateness of the videos that are made, com- 
plying with the Federal Records Act, guarding against excessive 
conference spending, upholding the confidentiality of taxpayer in- 
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formation, and prohibiting the targeting of taxpayers based on 
their ideological beliefs. 

Now, Commissioner, last year, we asked you to show Congress 
and all Americans that it is no longer going to be business as usual 
at the IRS. So sometimes it is hard for us to take seriously this 
budget request when the IRS again asks for an unrealistically high 
amount that doesn’t make customer service a priority and fails to 
adopt some of the good government reforms that we added on this 
committee last year. 

Moreover, the IRS has fallen short of its mission to provide top- 
quality tax services and fairness to all. For far too long, too many 
calls into the IRS are either abandoned, they are dropped, or they 
are met with a busy signal. Inexcusably, the last tax season, only 
37 percent of all the calls were answered by IRS. Telephone wait 
times just about tripled since 2010, and the inventory of tax-related 
identity theft cases rose nearly 150 percent since 2014. 

So for the past 2 years, I have asked this agency to make cus- 
tomer service a priority. And each year we learn that customer 
service diminishes. Now, you may argue it is because the IRS budg- 
et has been cut, and I might argue that it is because the IRS choos- 
es to spend its funds on other areas, like the Affordable Care Act, 
bonuses, and conferences. But nevertheless. Congress included 
$290 million in the omnibus for the IRS to answer the phone, to 
improve fraud detection, and cybersecurity, and we expect to see 
results. 

Recent cyber attacks on the Federal Government and private 
businesses have all of us worried about identity theft, especially 
when it comes to filing taxes. Later today the Oversight and Gov- 
ernment Reform Committee is going to hold a hearing with your 
chief technology officer on last week’s IRS hardware failure and the 
destruction of an IRS hard drive despite a court preservation order 
to preserve its contents. 

Now, I look forward to hearing from you today on how the agency 
is providing taxpayers with both privacy and assistance. 

Along the lines of fairness, public confidence in the IRS was 
deeply betrayed when it came to light that the IRS was using inap- 
propriate criteria for selecting tax-exempt applications for extra 
scrutiny. And so the omnibus took a major step toward restoring 
public confidence in the IRS by including a new provision that pro- 
hibits the IRS from using its funds to revise regulations for the 
501(c)(4) organizations. 

This committee would also caution the IRS against wading into 
further controversy, such as when you proposed draft regulations 
that would put charities or 501(c)(3) organizations in the position 
of collecting and reporting Social Security numbers of their donors 
to the IRS. Members of this committee, other members, including 
myself, questioned the need for this, and we are glad to see the IRS 
formally withdraw the proposed rule. We don’t want to see the IRS 
take any steps backwards. 

Now, with the budget release this past Tuesday, I look forward 
to hearing from you how the 2017 plan is going to modernize and 
transform your organization into one that is more customer service 
oriented, which stresses integrity and fairness to all. From what I 
have been able to observe, past funding cuts have clearly motivated 
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the IRS to deliver more service online and increase automation, 
and every organization ought to constantly strive for greater effi- 
ciency. But these changes are meaningless without objective meas- 
ures to evaluate their effectiveness. 

So I would encourage you to report back quantifiable results to 
the committee and to members to accommodate taxpayers. We 
want to make sure that you also deal with folks that maybe aren’t 
as technologically advanced as others. 

But let me close on a positive note, Commissioner. Let me thank 
you for your personal dedication to the success of the ABLE Act. 
Some of you all know that was the major reform to individuals 
with disabilities, first time in 25 years, allows individuals with dis- 
abilities, autism, Down syndrome, to set up a tax-free savings ac- 
count as long as they use those proceeds for qualified expenses. 
And that is going to give peace of mind to a lot of families. It is 
going to allow individuals with disabilities to achieve their full po- 
tential. 

And right now, 37 States have enacted some sort of ABLE Act 
legislation. I am happy to report that my home State, Elorida, has 
a State mandate to have it up and running by July 1 of this year, 
and it wouldn’t have happened without your commitment and the 
commitment of the IRS to get those regulations out, make them 
understandable, simple. So we thank you for that, on behalf of mil- 
lions of individuals with disabilities around the country. Thank you 
for that. 

So now, I want to turn to Mr. Serrano for any opening statement 
he might make. 

Mr. Serrano. Thank you, Mr. Chairman. And I thank you for 
your cooperation and your support of all members of the committee. 
I am one who believes that, notwithstanding the omnibus situation 
that we always have at the end of the year, it is not this committee 
that causes that. Although, it is this committee where some mem- 
bers — not on this committee — would like to put so many riders on 
the bill that make it difficult then for the bill on the floor and oth- 
erwise. But maybe this year we can convince them that they want 
to go home earlier and it is better not to have riders on it. 

This is our first subcommittee hearing of the year, and I look for- 
ward to working with you once again. We have a number of impor- 
tant hearings planned, including with some folks who our friends 
on the Budget Committee don’t feel like meeting with. So I look 
forward to moving forward with our process. 

Today, I would like also to welcome our Commissioner back be- 
fore the subcommittee. He took over the helm of the Internal Rev- 
enue Service during a very difficult time in the agency’s history, 
and I believe he has done a strong job of righting the ship and 
making sure that the employees there are focused on their mission. 

That said, there is only so much the Commissioner can do with- 
out sufficient resources, and that is where this subcommittee comes 
in. While we were able to increase funding for the IRS by $290 mil- 
lion above the fiscal year 2015 level, compared to the deep cuts suf- 
fered by the agency in previous years, this increase is insufficient. 

Last year, numerous nonpartisan reports — from the Taxpayer 
Advocate to the Treasury Inspector General for Tax Administration 
to the Center on Budget and Policy Priorities — noted the negative 
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impact that budget cuts have had on taxpayer services and dollars 
collected. 

The omnibus funding increase was a downpayment on the nec- 
essary investments needed for the IRS to succeed, and I believe 
that more investment is needed to help reverse these declines. 

That is why I support the fiscal year 2017 budget request pro- 
posed by the President. It includes a significant increase over last 
year’s level and is spread across several initiatives, from improving 
taxpayer service to the continued implementation of the Affordable 
Care Act. 

Much of this increase is devoted to the core mission of the agen- 
cy: helping ensure that Americans can file their taxes in a timely 
and accurate manner and ensuring that those who attempt to cheat 
the Federal Government are caught and punished. In my view, 
much of this increase should be acceptable to both sides of the 
aisle. 

Last year, we reached consensus that the IRS needed further in- 
vestment in order to collect the revenue owed to our country and 
to ensure that everyone plays by the same rules. I hope we follow 
the same bipartisanship spirit this year. 

Before I conclude, I do want to express my concern over language 
that was added to the surface transportation bill, the FAST Act, 
last year requiring the IRS to use private debt collection agencies. 
We have seen in the past that this is a waste of taxpayer money 
and that requiring private entities to take on essential government 
function leads to confusion and abuse. 

I strongly opposed these efforts in the past, and it is my expecta- 
tion that no private debt collection program should take place with- 
out sufficient safeguards in place. And if those safeguards cannot 
be found, then I expect the program will not move forward. 

I hope you will be able to discuss this issue and we will all be 
able to discuss this issue in more detail today. 

And I must say, Mr. Chairman, in closing that we have had this 
discussion before in this committee, both under your chairmanship, 
my chairmanship, and at other times, Mrs. Emerson, and the con- 
sensus throughout the years has been that these debt collectors in 
many cases abuse and mistreat people rather than collect the debt 
they are supposed to collect. So it is something we should be very 
careful about when we deal with it. 

Commissioner, welcome back, and I look forward to your testi- 
mony. 

Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you, Mr. Serrano. 

I would like to now recognize Mr. Rogers, who is chairman of the 
full committee, for any opening statement he might like to make. 

Chairman Rogers. Mr. Chairman, thank you for recognizing me. 

Mr. Commissioner, welcome back to the committee. 

Since fiscal year 2011, this committee has pared back IRS’ astro- 
nomically high budget requests on a bipartisan basis. This is large- 
ly a result of this committee’s concerted effort to reduce discre- 
tionary spending government-wide, justifiable concern over the im- 
plementation of ObamaCare and the Foreign Account Tax Compli- 
ance Act, and multiple objectionable management decisions at the 
agency; for example, targeting certain groups based on their ideo- 
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logical beliefs and destroying documents. It is therefore surprising 
to see that the fiscal year 2017 budget request is $12.3 billion, a 
9.3 percent increase over the enacted level of 2016. 

There are a number of issues with this request that you have 
made of us. Three in particular stand out. 

First, the bipartisan budget agreement does not allow for a dis- 
cretionary cap adjustment for the IRS. As you know, this would re- 
quire a statutory change outside the jurisdiction of this committee, 
a legislative change that has been rejected by both the House and 
Senate Budget Committees for the previous 5 years. 

If the activities funded by the discretionary cap adjustment are 
important to the administration, then you ought to operate within 
the amount allowed under the Bipartisan Budget Agreement. The 
IRS needs to prioritize spending like every other Federal agency. 

Second, this Congress has repeatedly rejected additional funding 
for the implementation of ObamaCare. I am concerned, as are my 
colleagues, that the IRS, through CMS, made billions in payments 
to insurance companies without the approval of Congress. 

The courts, of course, will be the final arbiter of that issue, but 
I can say without doubt at this time that this committee has never 
appropriated a single penny to permit the administration to make 
any Section 1402 offset program payments. 

Finally, I am disappointed that the IRS requests to eliminate the 
three administrative provisions that have been enacted on a bipar- 
tisan basis for several years. Since the IRS targeting and spending 
scandals, appropriation bills have included prohibitions against tar- 
geting U.S. citizens for exercising their First Amendment rights, 
targeting groups for regulatory scrutiny based on their ideological 
beliefs, and making videos without advance approval. We are deal- 
ing with the taxpayers’ money, and these provisions lay out what 
most people would consider commonsense policies. 

Mr. Commissioner, we are glad to have you with us today. This 
committee takes seriously our role in overseeing the budget and 
policies of the IRS, and I appreciate your continued engagement 
with us. 

This is the first hearing of this subcommittee for the year. It is 
also the first hearing of the entire committee for the year. We will 
have over 100 of these types of hearings among the 12 subcommit- 
tees, trying to oversee the spending of the Federal Government and 
trying to cut waste, fraud, and abuse, as we go. 

So, Mr. Commissioner, thank you for being here. 

I yield back. 

Mr. Crenshaw. Thank you. 

Commissioner, I would like to now recognize you. If you could 
keep your oral presentation to about 5 minutes, that will give us 
more time for questions. And your entire statement will be in- 
cluded in the record. So the floor is yours. 

Mr. Koskinen. Thank you. I will do my best. 

Chairman Rogers, Chairman Crenshaw, Ranking Member 
Serrano, members of the subcommittee, thank you for the oppor- 
tunity to discuss the IRS budget and current operations. 

I want to begin by thanking you for the $290 million in addi- 
tional funding for fiscal year 2016. These funds were specifically 
designated for improving taxpayer service, strengthening cyberse- 
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curity, and expanding our efforts against identity theft. It is the 
first time in 6 years the IRS has received significant additional 
funding. It is a major step in the right direction, and I can assure 
the Congress and this committee we will use these resources wisely 
and efficiently. 

But the IRS is still under significant financial constraints. Even 
with the additional $290 million, our budget for 2016 is still about 
$900 million below where it was in 2010. As a result, we have had 
no choice but to continue the exception-only hiring policy that 
began in fiscal year 2011, that leaves us unable to replace most 
employees we lose through the year through attrition. In fact, we 
expect the IRS workforce to continue to shrink by another 2,000 to 

3.000 full-time employees this year, for a total loss of more than 

17.000 employees since 2010. 

We recognize the importance of spending taxpayer dollars wisely, 
and we will continue working to find efficiencies in our operations. 
But a fact that often gets overlooked is the U.S. is much more effi- 
cient in its tax collection than most other countries. The average 
OECD member country spends $8.87 to collect $1,000 of revenue, 
while the U.S. spends only $4.70, about half And so, I believe, it 
is important to understand that we already are one of the most ef- 
ficient tax administrations in the world. 

The IRS is also continuing to strengthen our operations as we 
move forward. In that regard, we have addressed a number of man- 
agement problems that developed in the past, including all of the 
issues that Chairman Crenshaw mentioned. We have dealt with all 
of those. Those problems are not going to recur again. 

And in particular, in the tax-exempt area, of concern to all of us, 
we welcomed the Senate Finance Committee’s bipartisan report 
issued in August. And in addition to having accepted all of the IG’s 
recommendations made 3 years ago in its report, we accepted, and 
have virtually completed, the implementation of all of the rec- 
ommendations of the Senate Finance Committee bipartisan report, 
including the recommendations in the majority report and the rec- 
ommendations in the minority report. 

In developing our funding request for fiscal year 2017, we felt it 
was important to be as specific as possible in describing our prior- 
ities and the cost of each one. So while the President’s 2017 budget 
for the IRS requests a total increase of about a billion dollars, we 
have broken that down into 15 separate initiatives. We believe this 
will give Confess a good sense of how we intend to spend any in- 
crease in funding we might receive. 

And, I think equally important, we are prepared to be held ac- 
countable for achieving the goals related to each initiative. Let me 
briefly highlight some of the major areas covered by these initia- 
tives. 

First, taxpayer service. The additional funding will help us im- 
prove service delivered through traditional channels, and allow us 
to continue modernizing the services we offer, to help transform the 
taxpayer experience. 

Second, stolen identity refund fraud. The additional funding will 
allow us to keep investing in resources and tools to stay ahead of 
criminals who continue to become more sophisticated in stealing 
identities and filing false refunds. 
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Third, our core enforcement programs. With this additional fund- 
ing, we would, for example, be able to increase audits and collec- 
tions. This increase is critical because the ongoing decline in en- 
forcement activities we have seen in the last several years has 
translated into, literally, billions of dollars of lost revenue for the 
government. 

Fourth, the Affordable Care Act. We have no choice but to imple- 
ment it. It is a statutory mandate, and we must continue to invest 
in IT infrastructure to support implementation of the ACA’s most 
tax-related provisions. I would point out that for the past 4 years, 
the IRS has received almost no funding for this implementation, 
and we have had to use over $1 billion of resources needed for 
other critical IT functions in order to meet our statutory obligations 
under the ACA. 

And fifth, electronic records management. Although we have 
been making progress in preserving and protecting emails and 
other electronic records, we need to continue making improvements 
so we can respond faster and completely to legal and congressional 
inquiries, as well as FOIA requests. 

While providing adequate funding in these and other areas is 
critical. Congress can also help us by passing legislation to improve 
tax administration. In that regard, the President’s 2017 budget re- 
quest contains a number of legislative proposals I would urge Con- 
gress to approve. 

They include renewing streamlined critical pay authority, allow- 
ing us to expand the matching program for taxpayer identification 
numbers, granting us authority to require minimum qualifications 
for paid tax preparers, and expanding the electronic filing require- 
ments for businesses. 

This concludes my statement, Mr. Chairman. I would be happy 
to answer any questions you have. 

[The information follows:] 
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SUBCOMMITTEE ON FINANCIAL SERVICES AND GENERAL GOVERNMENT 
ON IRS BUDGET AND CURRENT OPERATIONS 
FEBRUARY 11, 2016 


INTRODUCTION 

Chairman Crenshaw, Ranking Member Serrano and Members of the 
Subcommittee, thank you for the opportunity to discuss the IRS’s budget and 
current operations. 

Let me begin by expressing my appreciation to Congress, including the members 
of this Committee, for approving $290 million in additional funding for the IRS for 
Fiscal Year (FY) 2016, to improve service to taxpayers, strengthen cybersecurity 
and expand our ability to address identity theft. This brings the total IRS budget 
for FY 201 6 to $1 1 .2 billion. It is an important development for the IRS and for 
taxpayers, and is the first time in six years that the agency has received 
significant additional funding. It is a major step in the right direction, and I can 
assure the Congress that we will use these resources wisely and efficiently. 

Even with this additional funding, however, the IRS is still under significant 
financial constraints. This is illustrated by the fact that the IRS appropriation 
remains $91 1 million below the FY 2010 enacted level and that the $290 million 
increase is less than half the amount that had been requested for FY 2016 in the 
three critical areas mentioned above. In addition, the IRS must absorb mandated 
cost increases and inflation during FY 2016 that are greater than the additional 
funding provided. 

As a result, we will need to continue the exception-only hiring policy that began in 
FY 201 1 , leaving us unable to replace most employees we lose this year through 
attrition. In fact, we expect the IRS workforce to continue to shrink by another 

2.000 to 3,000 full-time employees during FY 201 6, equaling a loss of over 

17.000 since FY 2010. 

While this decline in our workforce has been occurring, the number of individual 
returns filed grew by more than 10 million (or nearly 7 percent), from 153 million 
in 2010 to 163 million in 2015. Further increasing our workload, the IRS during 
this period has had to implement a number of significant legislative mandates, 
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nearly all of which came with no additional funding. These include: the Affordable 
Care Act (ACA); the Foreign Account Tax Compliance Act (FATCA); the 
Achieving a Better Life Experience (ABLE) Act, which includes a new certification 
requirement for professional employer organizations; and reauthorization of the 
Health Coverage Tax Credit (HCTC). In FY 2016, several additional legislative 
mandates were put in place that carried no implementation funding with which to 
execute them - for example, new passport restrictions, a private debt-collection 
program and a registration requirement for newly created 501(c)(4) 
organizations. We have had to defer hundreds of millions of dollars worth of 
important information technology (IT) projects and improvements since FY 2014 
in order to meet our statutory requirements to implement the ACA. 

Against this backdrop, a fact that often gets overlooked is that the U.S. is much 
more efficient in its tax collection operations than most other countries. According 
to statistics compiled by the Organization for Economic Cooperation and 
Development (OECD), the average OECD member country spends $8.87 to 
collect $1,000 of revenue, while the U.S. spends only $4.70. The tax 
administrations of Germany, France, the United Kingdom, Canada and Australia 
each spend twice as much as the IRS to collect a dollar of revenue. So while the 
IRS will continue to look for efficiencies in our operations, it is important to 
understand that we are one of the most efficient tax administrators in the world. 

We continue to recognize the importance of spending taxpayer dollars wisely and 
working to strengthen our operations as we move forward. In that regard, the IRS 
has addressed a number of management problems that had developed in the 
past. Actions taken to solve these problems have in some cases been in place 
for several years. For example, spending on conferences has been reduced by 
80 percent since 2010. In order to achieve this, since 2012, any division planning 
to spend more than $20,000 on a conference is required to obtain prior approval 
from the IRS Commissioner. Any proposed conference expense over $50,000 
must also be approved by the Secretary of the Treasury or his designee. With 
regard to videos, any IRS division seeking to make a video must receive prior 
approval from an executive review board the agency created in 2013 for this 
purpose. As for performance awards, the IRS no longer pays such awards to IRS 
employees who are disciplined for serious misconduct issues or who have 
willfully failed to pay their taxes. In addition, processes are in place to ensure the 
IRS does not rehire former employees who had significant conduct or 
performance problems during prior employment with the agency. 

In the tax-exempt area, the IRS has acted on all of the recommendations made 
by the Treasury Inspector General for Tax Administration (TIGTA) in his May 
2013 report describing the use of improper criteria in reviewing applications for 
tax-exempt status under section 501(c)(4).The changes we made in response to 
those recommendations include: eliminating the use of inappropriate criteria; 
implementing improved and expanded training for employees; expediting the 
processing of section 501(c)(4) applications; and establishing a new process for 
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documenting the reasons why applications are chosen for further review, with 
appropriate oversight of the entire process. 

In addition, the Department of the Treasury and the IRS followed TIGTA’s 
remaining recommendation and began the process of drafting guidance on how 
to measure social welfare and non-social welfare activities of section 501 (c)(4) 
organizations. In light of language in the appropriations legislation for FY 2016, 
the IRS halted work on those proposed regulations. 

Along with responding to TIGTA’s May 2013 report, the IRS also has been 
working to address the recommendations by the Senate Finance Committee in 
its report issued last August. As we advised the Finance Committee in October, 
the IRS accepted all of the recommendations in the report that are within our 
control - those that did not involve tax policy matters or legislative action. They 
include 15 of the report’s 18 bipartisan recommendations and also six of the 
recommendations in the separate sections prepared by the Majority and Minority. 
Moreover, I am pleased to report that the IRS has substantially completed action 
on all of these recommendations. 


PLANNING FOR THE FUTURE OF THE TAXPAYER EXPERIENCE 

Within our tight budget constraints, the IRS has also continued to analyze and 
develop plans for improving how the agency can fulfill its mission in the future, 
especially in delivering service to taxpayers and, along with that, maintaining a 
robust compliance program. Our goal is to improve and expand taxpayer 
services for all taxpayers, no matter what their circumstances. 

In requesting adequate resources to allow the IRS to improve taxpayer service, it 
is important to point out that our goal is not to fund today’s staff functions at 
historically high levels. We need to be, and are, looking forward to a new, 
improved way of doing business that involves a more robust online taxpayer 
experience. This is driven, in part, by business imperatives; when it costs 
between $40 and $60 to interact with a taxpayer in person, and less than $1 to 
interact online, we must reexamine how we provide the best possible taxpayer 
experience, in response to taxpayer expectations and demands. 

The improvements we are planning are a natural outgrowth of modernizations 
made to our business systems over many years. These include the development 
and implementation of the Customer Account Data Engine 2 (CADE2), which 
allowed the IRS to migrate to daily processing and posting of individual taxpayer 
accounts, enabling faster refunds for more taxpayers, more timely account 
updates and faster issuance of taxpayer notices. Another advance put in place 
several years ago was Modernized e-File (MeF), which processes tax returns 
electronically in real time, rather than in several batches a day. MeF has reduced 
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turnaround time, and allows acknowledgments to be sent much more quickly to 
those who transmitted the returns. 

After years of study, and in response to taxpayer demand, the IRS has also 
worked to improve our website, IRS.gov, and to provide more web-based tools 
and services. These include the “Where's My Refund?” electronic tracking tool, 
which was used nearly 235 million times in FY 2015, and the IRS2Go 
smartphone application. In FY 2015, there were more than 2.3 million downloads 
of the application. 

With regard to compliance programs, an excellent example of actions the IRS 
has taken to improve interactions with taxpayers involves our Large Business 
and International (LB&I) division. LB&l recently restructured its operations to 
center around issues, rather than organizations, which will focus resources to 
better meet taxpayers’ evolving needs in a global environment. 

An important change in the compiiance area has been the development and 
phase-in of the Return Review Program (RRP), which delivers an integrated and 
unified system that enhances IRS capabilities to detect, resolve, and prevent 
criminal and civil tax non-compliance. Continued investment in the RRP will allow 
the IRS to retire the legacy Electronic Fraud Detection System (EFDS), and save 
between $10 million and $15 million a year. 

Going fon/vard, the IRS intends to further improve compliance programs through 
investment in an Enterprise Case Management (ECM) system, which will 
address the need to modernize, upgrade, and consolidate over 100 aging IRS 
case management systems. A unified case management environment will yield 
efficiencies by implementing standard case management functions, providing 
visibility across all types of tax transactions and improving data accessibility and 
usability. 

Even with the improvements we have made and continue to make, we are at the 
point where we believe the taxpayer experience needs to be taken to a new 
level. Building on improvements made and new applications provided over the 
past 10 years, our goal is to increase the availability and quality of self-service 
interactions, which will give taxpayers the ability to take care of their tax 
obligations in a fast, secure, and convenient manner. 

As I have discussed in numerous Congressional appearances and speeches, the 
idea is that taxpayers would have an account with the IRS where they, or their 
preparers, could log in securely, get all the information about their account, and 
interact with the IRS as needed. Most things that taxpayers need to do to fulfill 
their obligations could be done virtually, and there would be much less need for 
in-person help, either by waiting in line at an IRS assistance center or calling the 
IRS. 
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As we improve the online experience, we understand the responsibility we have 
to serve the needs of all taxpayers, whatever their age, income, or station in life. 
We recognize there will always be taxpayers who do not have access to the 
digital economy, or who simply prefer not to conduct their transactions with the 
IRS online. The IRS remains committed to providing the services these taxpayers 
need. For example, while the IRS will continue to offer more web-based services, 
taxpayers will still be able to call our toll-free help lines or obtain in-person 
assistance if that is their preferred method of receiving service from the IRS. 

A good example of our commitment to serving all taxpayers, whether or not they 
participate in the digital economy, involves the return filing process. While the 
number of taxpayers who e-filed their income tax returns exceeded 85 percent 
last year and is expected to do so again this year, millions of people still choose 
to file paper returns. The IRS will not leave any taxpayer behind as we move into 
the future and will continue to offer taxpayers who prefer filing on paper the 
option to do so. 

In moving toward the future of taxpayer service, it is also important to note that 
actions the IRS takes to help taxpayers increasingly will have a positive impact in 
the enforcement area, and will in turn help improve voluntary compliance. An 
excellent example of such an action is the Early Interaction Initiative we launched 
last December to help employers. 

Under this initiative, the IRS seeks to identify employers who appear to be falling 
behind on their interim employment tax payments before they file their annual 
employment tax returns. The IRS will offer helpful information and guidance 
through contacts such as letters and automated phone messages. In the past, 
the first attempt by the IRS to contact an employer having payment difficulties 
often did not occur until much later in the process, after unpaid tax obligations 
were already beginning to mount. This initiative is designed to help employers 
stay in compliance and avoid needless interest and penalty charges. You could 
call this initiative a form of improved taxpayer service, or a more efficient 
enforcement activity. We believe that it is both. 

This initiative illustrates why I believe it is important to view taxpayer service and 
enforcement as two sides of the same coin. While the IRS collects $50 billion to 
$60 billion a year as a result of our enforcement operations, those numbers pale 
in comparison to the more than $3 trillion that is collected each year as a result of 
taxpayers voluntarily fulfilling their tax obligations. That is why we continue to be 
extremely concerned about the decline in both taxpayer service and enforcement 
as a result of the continued cuts in IRS funding. These declines threaten to 
undercut the basic voluntary compliance fabric of our tax system. If you consider 
that a one-percent drop in the compliance rate translates into a revenue loss of 
approximately $30 billion a year, or $300 billion over the ten year budget window 
often used, then declining voluntary tax compliance results in a cut to the funds 
the government needs to operate. 
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THE ADMINISTRATION’S FY 2017 BUDGET REQUEST 

In preparing the FY 2017 budget request, the IRS’s senior leadership recognized 
the need to prioritize funding of key activities that help support enhanced digital 
service delivery discussed earlier in this testimony, while preserving the agency’s 
core mission functions. As a result, the IRS established a new investment 
process and created six key strategic themes that outline how the agency will 
execute tax administration to meet the needs of taxpayers in the future. IRS 
leadership set priorities for new investments based on how those investments 
align with these themes: 

• Facilitating voluntary compliance by empowering taxpayers with secure 
innovative tools and support; 

• Understanding non-compliant taxpayer behavior and developing 
approaches to deter and change it; 

• Leveraging and collaborating with external stakeholders; 

• Cultivating a well-equipped, diverse skilled workforce; 

• Selecting highest-value work using data analytics and a robust feedback 
loop; and 

• Driving more agility, efficiency and effectiveness in IRS operations. 

Following from these themes, the Administration’s FY 2017 budget request 
includes a number of initiatives that provide the building blocks to move the IRS 
into the future. These initiatives represent a large portion of the increased funding 
requested in the IRS budget for FY 2017. They are as follows: 

Additional funding to improve taxpayer service: $48 million. Under this 
initiative, the IRS will work both to improve taxpayer service delivered through 
traditional channels and continue modernizing the services we offer in order to 
help transform the taxpayer experience. 

The additional staffing funded by these resources by itself will deliver phone level 
of service (LOS) for the full year on our toll-free helplines at 53 percent; if the 
President’s Budget is enacted in full, the IRS will be able to combine this funding 
with additional resources through user fees to achieve a 70 percent LOS 
throughout the year. It is worth noting, however, that we expect to have the 
lowest user fee balance available for carryover into FY 2017 since FY 2008, 
meaning that we will not have that contingency available to boost service if other 
needs are not sufficiently funded. 

In terms of modernizing the taxpayer experience, the additional funding will allow 
the IRS to continue moving toward the development of: secure online taxpayer 
accounts; secure online digital communications between the taxpayer and the 
IRS; and new web-based self-service products and more interactive capabilities 
to existing products, so that taxpayers would potentially be able to, for example, 
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securely authenticate their identity, view and print tax records online, pay 
outstanding debts, enter Into installment agreements, establish powers of 
attorney, and get tax law information. 

Taken together, these improvements will ultimately allow taxpayers to resolve 
more issues online, leaving our employees more time to support the transactions 
that are best completed by phone or in person. 

Additional funding to continue implementing the Affordable Care Act: $153 
million. The additional funding provided by this initiative, above current 
resources, will allow the IRS to develop advanced technology infrastructure and 
applications support and to modify existing IRS tax administration systems, so 
the agency can continue implementing the tax-related provisions of the ACA. 

For example, the funds will improve the IRS’s ability to: validate taxpayer claims 
for the premium tax credit; collect penalties, taxes and fees related to the ACA 
provisions that the IRS administers; and administer the individual shared 
responsibility provision. The additional funding also supports administration of the 
new reporting requirement for health coverage providers, as well as the employer 
shared responsibility provision, both of which took effect in 2015, 

To further illustrate the importance of funding this initiative, I would note that over 
the last several years the IRS has had to divert resources from other critical 
functions, including taxpayer services and IT, and expend user fees to fund ACA 
implementation. In particular, these diversions have depleted user fees and 
made it difficult to use those fees to help fund core mission activities and other 
unfunded legislative mandates. 

Additional funding to leverage new technologies to advance the IRS 
mission: $53 million. Under this initiative, the IRS will continue using new 
technologies to develop critical IT systems needed to support the IRS’s taxpayer 
service and enforcement programs. This includes making improvements to such 
systems as CADE2 and MeF. The IRS will also be able to provide the necessary 
IT infrastructure to support efforts to improve the online taxpayer experience, 
including the infrastructure portions of secure digital communications and more 
interactive capabilities to existing web-based self-service products. 

Another major component of this initiative is the implementation of the Event 
Driven Architecture (EDA) framework, which is designed to improve return 
processing by allowing the IRS to process and share data internally from returns 
more easily. Through the use of EDA, for example, returns with minor errors can 
be addressed at the time of filing. Implementation of EDA is a prerequisite for a 
number of planned improvements to the online taxpayer experience, including 
immediately notifying taxpayers of errors on a return as soon as it is filed, and 
allowing taxpayers to self-correct return errors through an online tool. 
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Additional funding to help prevent stolen identity refund fraud and reduce 
Improper payments: $90 million. The IRS has made significant progress in 
combatting stolen identity refund fraud over the last several years, though it has 
been a challenge to find the resources for investments in this area because of 
the ongoing cuts to our budget. We therefore appreciate the additional funding 
Congress approved for FY 2016 for cybersecurity and identity theft. 

Nonetheless, the IRS needs to continue investing in resources and tools to stay 
ahead of criminals. The additional funding requested under this initiative will 
allow the IRS to invest in the additional staffing and technology to continue 
improving our efforts to: detect and prevent refund fraud related to identity theft; 
assist identity theft victims; and apprehend the criminals who perpetrate these 
crimes. 

With this additional staffing, the IRS will be able to, for example: resolve taxpayer 
cases of tax-related identity theft more quickly, and expand the capacity of the 
IRS’s Identity Protection Specialized Unit (IPSU) to handle additional cases; 
expand the IRS External Leads program, through which the IRS works in 
cooperation with financial institutions, state agencies and other external sources 
to recover fraudulent refunds; and do a better job of detecting prisoner refund 
fraud through the use of Prisoner Update Processing System (PUPS) data. 

Technology investments under this initiative will allow the IRS to make a number 
of other improvements, including: reducing the use of Social Security Numbers 
(SSN) on IRS mailings to taxpayers; establishing a centralized fraud repository 
within the IRS to expand the agency’s ability to identify significant tax cases and 
streamline and standardize the fraud referral process; and accelerating IRS 
access to employment tax data from the Social Security Administration (SSA). 

Additional funding to improve electronic enterprise records management: 
$19 million. The additional funding provided under this initiative will allow the 
IRS to continue its efforts to manage official records more effectively through the 
implementation of new systems to maintain unified records of IRS policy, 
program and project development, and to create a unified searchable archive of 
IRS e-mails to avoid redundant archiving. By making these improvements, the 
IRS will be able to respond in a timelier manner to legal and Congressional 
inquiries and requests under the Freedom of Information Act (FOIA), These 
improvements, which will be phased in over several years, will allow the IRS to 
more easily comply with various recordkeeping requirements under the Federal 
Records Act. 

The investment-related increases I have just described must be viewed in the 
context of the overall budget request for the agency. The President’s FY 2017 
Budget provides $12.3 billion for the IRS, an increase of $878,5 million in 
investments and an additional $167 million in funding for inflation for a total of 
$1,045 billion over the FY 2016 level. This amount includes $11.8 billion in base 
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discretionary resources and an additional proposed $514,7 million program 
integrity cap adjustment to support program integrity efforts aimed at restoring 
enforcement of current tax laws to acceptable levels and to help reduce the tax 
gap, which is the difference between taxes owed and taxes paid on a timely 
basis. This multi-year effort is expected to generate $64 billion in additional 
revenue over the next ten years at a cost of $1 8 billion over that 1 0-year period, 
thereby reducing the deficit by $46 billion. 

Enactment of the program integrity cap adjustment proposal would facilitate 
funding for several initiatives, including the following: 

Additional funding to strengthen enforcement programs: $399 million. This 
set of initiatives allows for investment to strengthen core enforcement programs 
to help the IRS improve the resolution of non-compliance with fairness and 
integrity. Budget cuts over the last several years have led to rising case 
inventories and call volumes, preventing the iRS from bringing into compliance 
taxpayers who fail to pay their tax debt, and reducing individual audit coverage to 
levels below 0.8 percent. 

With this additional funding, the IRS will be able to: increase collection and audit 
coverage; conduct compliance activities related to FATCA; pursue employment 
tax noncompliance and abusive tax schemes; increase investigations of 
transnational organized crime; and develop a digital version of the Form 990, 
Return of Organization Exempt from Income Tax. 

The investments made through this initiative will, for example allow us to: handle 
more than 30,000 additional collection cases; close more than 32,000 additional 
individual audits; expand the Automated Underreporter (AUR) program to 
process more than 400,000 additional cases; and implement a quality review 
program for penalty and interest. 

Additional funding to maintain the integrity of revenue financial systems: 
$10 million. The current revenue financial systems do not use commercial 
software, so the IRS is reliant on internal resources to maintain them. This 
investment will merge multiple financial systems into one repository to ensure the 
integrity of the IRS’s financial data and make necessary changes to ensure that 
systems comply with accounting standards and requirements. This will automate 
reconciliations of the IRS ledger systems and assist in the gathering of data to 
respond to audits by TIGTA and the Government Accountability Office (GAO). 
Savings and efficiencies will be achieved in future years through the reduction or 
elimination of the resources required to maintain the multiple systems supporting 
operational decision making and the financial audit. This will close a material 
weakness. 

Additional funding for operations and maintenance of deployed Business 
Systems Modernization (BSM) projects: $92 million. The IRS receives 


9 



17 


funding for major IT modernization projects through the BSM appropriation, but 
BSM funds can only be used for developing new systems. Once development is 
completed, regular operations and maintenance begins, and the IRS is required 
to pay for this maintenance through its Operations Support appropriation. Since 
2013, the IRS has incurred more than $95.5 million in unfunded increased annual 
requirements to its Operations Support appropriation as a result of BSM systems 
deployments. The additional funding requested partially restores the Operations 
Support base so that the funding will not have to be redirected from other areas 
to pay for the operation of deployed BSM projects. Resources will fund additional 
staff, hardware and software, and contractual services for these deployed 
systems. 


LEGISLATIVE PROPOSALS TO IMPROVE TAX ADMINISTRATION 

The IRS appreciates the actions taken by Congress last year to approve 
legislation designed to improve tax administration. These measures include: 
accelerated filing dates for information returns; allowing SSNs to be masked on 
W2 forms and other information returns; creating a safe harbor for minor errors 
on information returns; and expanding the due diligence requirements for paid 
tax return preparers. 

The President’s FY 2017 Budget contains several additional legislative proposals 
that would further improve tax administration and enhance IRS operations. They 
include: 

Streamlined critical pay authority. The IRS Restructuring and Reform Act of 
1998 increased the IRS’s ability to recruit and retain a small number of key 
executive-level staff by providing the agency with streamlined critical pay 
authority. This allowed the IRS, with approval from Treasury, to hire well-qualified 
individuals to fill positions deemed critical to the agency’s success in areas such 
as international tax, IT, cybersecurity, online services and analytics support. This 
authority, which ran effectively for 14 years, expired at the end of FY 2013. The 
loss of streamlined critical pay authority has created major challenges to our 
ability to retain employees with the necessary high-caliber expertise in the areas 
mentioned above. In fact, there are only 10 IT senior executives and leaders 
hired under this authority remaining at the IRS and we anticipate there will be no 
staff left under critical pay authority by next year. The President’s FY 201 7 
Budget proposes reinstating this authority. 

Authority to expand the Taxpayer Identification Number (TIN) matching 
program. The IRS operates a voluntary program under which entities that issue 
payments subject to backup withholding can confirm with the IRS that the name 
and TIN of the person receiving the payment match the name and TIN on file 
with the IRS. Although IRS code section 6103 generally prohibits the IRS from 
disclosing taxpayer data, the agency is permitted to disclose this information to 
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payors under authority of section 3406. But this authority only covers instances 
where payments are subject to backup withholding. The proposal would broaden 
the agency’s authority to cover any situation where a person is required to 
provide the TIN of another person to the IRS. 

Correction procedures for specific errors. The IRS has authority in limited 
circumstances to identify certain computation mistakes or other irregularities on 
returns and automatically adjust the return for a taxpayer. At various times, 
Congress has expanded this limited authority on a case-by-case basis to cover 
specific, newly enacted tax code amendments. The IRS would be able to 
significantly improve tax administration - including reducing improper payments 
and cutting down on the need for costly audits - if Congress were to enact the 
proposal in the President’s Budget that replaces the existing authorities that 
specify specific tax code amendments with authority to correct specific errors 
instead. This would allow the IRS to fix errors where the IRS has reliable 
information that a taxpayer has an error on his/her return. Thus, for example, the 
IRS could use data from completed state tax return audits to adjust information 
on the federal return. 

Authority to require minimum qualifications for return preparers. The 
proposal would provide the agency with explicit authority to require all paid 
preparers to have a minimum knowledge of the tax code. Requiring all paid 
preparers to keep up with changes in the Code would help promote high quality 
services from tax return preparers, improve voluntary compliance, and foster 
taxpayer confidence in the fairness of the tax system. It would thereby help the 
IRS to focus resources on the truly fraudulent returns. 

Expanded electronic filing requirements for businesses. The proposal would 
require all corporations and partnerships with $10 million or more in assets to file 
their tax returns electronically. In addition, regardless of asset size, corporations 
with more than 10 shareholders and partnerships with more than 10 partners 
would be required to file electronically. Paid tax return preparers who expect to 
prepare more than 10 corporate income tax returns or partnership returns 
annually would be required to file these returns electronically. Additionally, all tax- 
exempt organizations required to file Form 990 series returns would be required 
to file electronically. 

Chairman Crenshaw, Ranking Member Serrano and Members of the 
Subcommittee, this concludes my statement. I would be happy to take your 
questions. 
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Mr. Crenshaw. Well, thank you very much. 

And let me start with a couple of questions. You know, you men- 
tioned your goals. We have talked about the fact that $290 million 
of additional appropriations came to you for those three areas: cus- 
tomer service, fraud detection, and better dealing with cybersecu- 
rity. And you outlined how you plan to use that in the sense of hav- 
ing some broad goals. 

Let’s begin by telling us specifically what do you plan to do. Be- 
cause one of the things, it is great to have goals, but they need to 
be implemented. And tell us specifically how are you going to deal 
with customer service. Are people going to still wait on the tele- 
phone? How are you going to deal with that? 

How are you going to implement that goal of making sure that 
you are detecting fraud, taxpayer fraud? Because right now, cus- 
tomer service is at an all-time low and tax fraud is rising every 
year. Give us a couple of specific ways that you are going to try 
to implement those goals in those three areas. 

Mr. Koskinen. I am delighted to explain. We have given this 
Committee a detailed spending plan, but our goal is your goal, and 
that is not only to spend the money, but see the results. As I have 
said all along, you ought to be able to tell what you get for what 
you pay. 

In taxpayer service, we will spend, of the $290 million, about 
$178 million specifically to improve taxpayer service. 

Mr. Crenshaw. How are you going to do that? 

Mr. Koskinen. And we are going to do that, by hiring up to 
1,000 new temporary and seasonal people. We hire several thou- 
sand every year, 8,000 to 10,000, to staff the call centers, to staff 
our walk-in centers, to deal with all the correspondence. It takes 
us a little while to get them hired, but already the results are in. 
We have about 25 million returns already filed, and the level of 
taxpayer service has already gone up. 

Our goal for the filing season is to have taxpayer service move 
from the 37 percent, 40 percent area into the low 60 percent area. 
It won’t be where we think it needs to be, because the $290 million 
was out of a request, last year, for an additional $700 million in 
those three areas. 

Part of the reason we have more requests for additional funding 
for taxpayer service in the 2017 budget is that we think the level 
of service ought to be at 80 percent; 80 percent of people ought to 
get through, inside 2 to 5 minutes, to somebody they need to talk 
to. 

Specifically, the thousand people, the additional adjustment of 
resources, will allow us this year, we think, to have a taxpayer 
level of service in the low 60 percent. Our goal would be to try to 
get to 70 percent. But if we have the additional funding in 2017, 
we could get to 80 percent. 

Mr. Crenshaw. Twenty percent of that new money was going to 
go for customer service, right? 

Mr. Koskinen. Virtually half of it now. Of the $290 million, $178 
million. 

Mr. Crenshaw. That is good. So that is a big priority, right? 

Mr. Koskinen. Yes. Well over half of the money will be on tax- 
payer service. 
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Mr. Crenshaw. Tell us about 

Mr. Koskinen. Cybersecurity. 

Mr. Crenshaw. And before that, just identity theft. 

Mr. Koskinen. Identity theft. As I have said in my testimony, we 
called together, almost a year ago, the CEOs of the major tax pre- 
parers, the software developers, the payroll providers, as well as 
the State tax administrators. And I told them when they came to- 
gether — it was the first time we had ever had that kind of a sum- 
mit — that the goal was not for me to tell them what to do, or the 
IRS to tell them what to do. The goal was to create a true partner- 
ship, because we cannot deal with identity theft, any one of those 
groups, by ourselves. We need to actually work in concert with the 
private sector, with the States. 

And we have had remarkable success. We have virtually the en- 
tire tax ecosystem, as it were, working with us to share informa- 
tion, to spot suspicious patterns of refund filing. We have also 
worked with them to establish minimum standards of authentica- 
tion. When taxpayers use their services, as one of the CEOs said, 
“You need — the IRS — to set a standard.” And I said: I am happy 
to set that standard, as long as you define it so it works for you. 

The net result of that is that we have 20 different data elements 
that we now have, that we didn’t have before. We are sharing in- 
formation on a regular basis. We have been able to actually move 
forward in such a way that the private sector leaders move from 
requesting, to almost demanding, that we make the partnership 
permanent, because it has been so effective for them, for the 
States, and us. 

Mr. Crenshaw. How much did we lose — do you know the latest 
number — in terms of tax identity theft? One time there was like $9 
billion. What is that number today? 

Mr. Koskinen. In 2013, the GAO number in review with us was 
about $5 billion. We think we have it down, but it is still a signifi- 
cant number. We think this year — we already see — we have been 
able, thanks to having found some money ourselves, to get our fil- 
ters to work better. Part of the way we caught the attack that took 
place in the last couple weeks was improved detection capacity. 

And what we would do with the $95 million we are devoting to 
cybersecurity, out of the $290 million, and we have specific addi- 
tional resources we are providing that we will share with you, is 
we hope we will be able to finally begin to catch up with, if not get 
ahead of, the criminals. 

One of the ways we measure that is the percentage of suspicious 
returns and refunds we are able to stop. We already have stopped 
300,000 suspicious returns just in the front end of this filing sea- 
son, many of which we would not have been able to stop before. So 
it is the IT monitoring. It is being able to segregate our systems 
to be able to determine what is going on. 

In the most recent attack, as we stopped one attack, we could 
watch it moving. As I said yesterday, one of the things people don’t 
realize is we are all in this battle, and that is why I brought the 
private sector in. We get pinged or probed a million times a day, 
a number that is hard and mind-boggling to think of. 

We are dealing with increasingly sophisticated organized crime 
syndicates around the world, attacking not only us, but attacking 
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private sector companies and banks. Banks in the financial sectors 
are part of the security summit that we have put together, and we 
are working with them regularly. 

Mr. Crenshaw. Great. Well, thank you for that. 

Let me go now to Mr. Serrano. 

Thank you, sir. 

Mr. Serrano. Thank you, Mr. Chairman. 

We know that we were able to agree on an increase last year for 
the IRS, and that was a good thing. I hope we can continue it. But 
there are many people who still feel that it is 19 percent below the 
fiscal year 2010 funding level. 

So my question is, what do you believe the long-term impacts of 
these cuts the IRS has experienced since 2010 will be? And how 
does your request for this year begin to repair the damage done by 
these cuts? 

Mr. Koskinen. We have tried to explain that, ultimately, the 
government functions on voluntary tax compliance. We collect over 
$3 trillion a year, the vast majority of it voluntarily. 

People participate voluntarily, first, because they think the sys- 
tem is fair. So one of the advantages of the Foreign Account Tax 
Compliance Act isn’t just the money we will collect, it is that the 
person in Des Moines or Ashland, Kentucky, when they write their 
check, will feel rich people aren’t getting away with something, hid- 
ing their money in Switzerland. That is no longer possible. 

People also do it because they know we have information. And 
while we try to work very hard with taxpayers trying to be compli- 
ant, if you are trying to cut corners or cheat, they know if we have 
got the information, we are not going to be pleased with that, and 
we will track you down. 

Taxpayer service is an element of compliance. In other words, I 
have always thought enforcement and taxpayer services are two 
sides of the compliance coin. So we need to provide appropriate tax- 
payer service. We need to make it as easy as possible for people 
to figure out what to do if they owe, and how to pay it. We need 
to be able to do that, for those who wish, online. Most people don’t 
want to call us. They would like to get the information and just 
file. 

On the other hand, enforcement is important. It is not so much 
the $50 billion to $60 billion we collect with the enforcement fund- 
ing, although that is significant money, obviously; it is that, again, 
people feel that, if I didn’t pay, somebody would come and collect. 
And therefore, if the enforcement activities begin to decline, and 
people over the water cooler at their country clubs are saying, 
“Well, you know, I did this and nobody called me” or I got away 
with that, it is corrosive to compliance. 

Simply leading into this year, we have 5,000 fewer revenue 
agents, officers, and criminal investigators. At the end of this year, 
we will have 6,500 fewer. The fewer people we have, the fewer au- 
dits we do. The audit coverage rate has gone from 1.1 percent to 
0.6 percent. 

So we estimate on the numbers — and again, we are happy to 
share those performance measures — that, it is costing the govern- 
ment $4 billion to $5 billion lost every year. And I guess it is the 
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audits and the cases that we cannot pursue because we do not have 
enough people to do that. 

We lose money on the one hand, but we also undercut — at some 
point risk undercutting — the voluntary compliance system if people 
think that the enforcement mechanism in the IRS is being con- 
strained, underfunded, and no longer effective. 

Mr. Serrano. Let me ask you something. I have been here a 
bunch of years, and so have these other gentlemen, except for those 
two guys over there, the young ones. On one hand, you present a 
picture that I believe in, an agency that does its work and gets re- 
spect from most of the American people. And yet you have some 
Members of Congress, a large number, who have always seen the 
IRS as a problem. If they could get rid of it, I don’t know who 
would collect the taxes, but they would be very happy. 

Briefly, because I know my time is running out, why do you 
think the difference of opinion? Obviously, it would be easy to say 
it is a political statement. But there is no real political gain in say- 
ing let’s not collect taxes, although nobody wants to pay taxes. So 
why the difference? 

Mr. Koskinen. I think, around the world, tax collectors are not 
the world’s most popular group. Many people ask me: Why did you 
take this job? 

It is important, I think, ultimately for people to understand tax 
collection is a critical function of government. Not only do we col- 
lect 93 percent of the money that funds the programs everyone else 
supports, but we deal with virtually every American. We, in the 
last year, had 150 million individuals file tax returns. 

And that is why I agree with the Chairman: taxpayer service is 
a critical issue. It is why I was as concerned, more concerned prob- 
ably, than most people about the relatively abysmal level of service 
last year. Taxpayers deserve, and need to be able to get, service 
properly. When you call us, you should be able to get through, you 
should be able to get somebody knowledgeable, well-trained, able to 
answer your question. 

As Justice Holmes said a long time ago, taxes are the price we 
pay for democracy. Basically, without the funding, the government 
can’t function, whether it is defense, whether it is Social Security, 
whatever it is. 

We have an obligation. I take Chairman Rogers’ point and Chair- 
man Crenshaw’s point, that we have an obligation, not only to pro- 
vide effective service and appropriate service and appropriate col- 
lection activities, but we have an obligation for taxpayers to feel 
they are going to get treated fairly. That it doesn’t matter who they 
voted for, what party they belong to, what organization they sup- 
port. 

And as I have said, people need to understand — because even 
with the low coverage rate we will still do a million audits this 
year — they need to understand when they hear from us, it is be- 
cause of something in their return. And if somebody else had that 
same issue, subject to resource constraints, they would hear from 
us as well. 

One of the things I have taken on, and I think the concerns have 
been appropriate, it is critical for us to ensure that we restore 
whatever trust has been lost in the ability of this agency to func- 
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tion as a tax administration agency, without any agendas beyond 
that, treating everyone fairly. 

Most importantly, one of the things I have been trying to stress 
is, we spend a phenomenal amount of time trying to help tax- 
payers. I know we have an image of, well, you know, we knock on 
the door, we are chasing you for money. We spend a phenomenal 
amount of time on assistance. 

And as I have said, if you are trying to be compliant, you don’t 
have to call somebody on late night TV to deal with us. You can 
call us. We will try to figure out. If you are having trouble making 
a payment, we have online installment agreements, we have offers 
in compromise. Our goal is to have people be compliant when they 
are trying to be compliant. 

Mr. Crenshaw. Thank you. 

Mr. Serrano. Thank you. 

Mr. Crenshaw. Mr. Rogers. 

Chairman Rogers. Thank you, Mr. Chairman. 

A recently released GAO study on the 2015 tax filing season 
highlights just how bad customer service has become at the IRS. 
That report found that roughly only one-third of taxpayers who 
called the IRS for assistance had their calls answered. One-third. 
Two-thirds did not get an answer. The report also showed that call 
wait times have more than tripled in just the last 5 years. 

Because of multiple poor management decisions at IRS, the 
budget has been either cut or held fiat since 2010. Blame for long 
phone wait times and the decline in customer service is often 
placed on these budget cuts. However, nothing in the Financial 
Services appropriations bill explicitly reduces funding for customer 
service. To the contrary, funding for customer services was in- 
creased in fiscal year 2014 and fiscal year 2016. 

Under your leadership at IRS, funding has been prioritized for 
implementation of ObamaCare and the Foreign Account Tax Com- 
pliance Act, and your customers, the U.S. taxpayers, have paid the 
price. 

Since our committee has increased funding specifically for tax- 
payer services in recent years, how do you explain the continuing 
decline in customer service, which you, yourself, have admitted as 
abysmal? 

Mr. Koskinen. I testified 2 years ago, shortly after I became the 
IRS Commissioner, and noted, in fact, at my confirmation hearing 
2 V 2 years ago, this agency does statutory mandates. The chairman 
has talked about our efforts. With no funding, we have a number 
of statutory mandates. Unfunded or not, we do them. We have 
taken the ABLE Act seriously. We take all of the statutory man- 
dates seriously, including private debt collection. When the Con- 
gress gives us a requirement, we do it. It is the highest priority. 

So Congress, as I noted in my testimony, has underfunded us for 
the Affordable Care Act. That does not remove the statutory man- 
date we have to implement the act. We have to implement the For- 
eign Account Tax Compliance Act. We have no choice. 

So when no funding is provided for those, we have to find the 
funding somewhere else. And as I said 2 years ago, at the contin- 
ued level of underfunding, the things that were going to suffer 
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were going to be enforcement, taxpayer service, and, ultimately, in- 
formation technology. 

The $900 million that we did not get for information technology, 
for funding the unfunded mandates, had to come from other IT 
projects. We do not replace and install every patch that we get. We 
get thousands of security patches and upgrades. They all take time 
and money and effort. We have to prioritize, which we can do 

Chairman Rogers. But have you taken money from customer 
services to do these other? 

Mr. Koskinen. No. We have actually, if you look at it, the only 
thing we have taken from customer service from last year is we 
have spent fewer user fees there. We have never been fully funded 
in the last 3 or 4 years for customer service. We have been using 
our user fees, which normally would help us with unfunded man- 
dates, to support taxpayer service. Last year we provided user fees 
to taxpayer service, but we did not have enough user fees, as in 
prior years. We had to spend them elsewhere. 

Chairman Rogers. Stay on track here with me a minute. 

Mr. Koskinen. Pardon? 

Chairman Rogers. Stay on track here a minute. 

Mr. Koskinen. I am saying, we spent 

Chairman Rogers. No, no, no. Let me ask you a question. 

Mr. Koskinen. Good. 

Chairman Rogers. We increased customer services funding in 
fiscal year 2014 and for 2016. Nothing in this bill, these bills, re- 
duced funding for customer service. If service is so bad, as GAO 
says it is, and we have funded customer service, you say that you 
have had to use moneys from all over to fund these other man- 
dates, our question is, the mandate we want you to have is to serve 
the public, and you are not doing that, according to GAO. 

Mr. Koskinen. We share that goal. The budget process, when 
you look only at the appropriation, ignores — and we have drawn 
this to the attention to your staff as well as the Committee — that 
we have $250 million to $300 million of user fees we collect every 
year historically. I am sorry, we have $250 million to $300 mil- 
lion — 

Chairman Rogers. Go ahead. 

Mr. Koskinen. We have $250 million to $300 million of user fees 
that historically have been used for unfunded mandates, other ex- 
penditures. Because the appropriation for taxpayer service has not 
been fulsome, we have historically devoted a lot of those user fees 
to taxpayer service. 

The appropriated amount, you are exactly right, went up by sev- 
eral million dollars. But what we were not able to do last year was 
put the same amount of user fees into taxpayer services. We ended 
up spending $100 million less of user fees — and we made that very 
clear, your staff understands that — on taxpayer service, because 
those user fees had to be spent to fill the other holes in our budget. 

We have the same problem this year. At the end of this year, our 
balance of user fees will be at the lowest level in the last 15 or 20 
years. 

Chairman Rogers. But how can you defend yourself against 
GAO’s determination that only one-third of taxpayers who called 
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the IRS even got their call answered? Only a third of them. Two- 
thirds never got an answer. 

Mr. Koskinen. That is right, and one of the reasons we appre- 
ciate the Congress’ additional funding this year. And we are spend- 
ing the vast majority of it, over half of it, on taxpayer services. We 
couldn’t agree more. 

Two years ago, when our level of service was at a higher level, 
I noted that if the budget continued to be cut, we were going to see 
lower enforcement, lower taxpayer service, and threats to IT. 

So the Committee’s actions, and the Congress’ action, by giving 
us the $290 million, I think, is a significant step forward. As I say, 
we expect taxpayer service to be significantly better this year. It 
won’t be at the level we want it to be because the funding of $290 
million doesn’t fill all of the gaps that the $700 million in addi- 
tional requests last year, for those three areas, would have done. 
But it will be noticeably different. 

I think Chairman Crenshaw is right. If you give us the money, 
we should be able to show you the results. And my hope is, as tax- 
payer service gets better this year, the Committee will understand, 
if more money is provided there, and we don’t take it out of some- 
place else, the service level will ultimately get to a point that 80 
percent of people will get through in less than 5 minutes. 

It is the goal. We used to be able to do that. Before the budget 
cuts there were days in the mid-2000s when that was the level. 

But I couldn’t agree with you more, and we agree with the GAO. 
We have, ourselves, been noting, as you note, and describing it as 
unacceptable to continue to run at that level of taxpayer service. 

Chairman Rogers. Well, the report also showed that call wait 
times have more than tripled 

Mr. Koskinen. Exactly. 

Chairman Rogers [continuing]. In the last 5 years. Tripled. 

Mr. Koskinen. And in the last 5 years, the budget has gone 
down every year. 

Chairman Rogers. And we have increased your funding for cus- 
tomer services. 

Mr. Koskinen. I have told you. We have spent, the year before 
that, $150 million to $200 million in user fees on taxpayer service, 
because it is a priority. Last year, with the additional significant 
budget cuts, we could not do that. We could only put $50 million 
of user fees in. So taxpayer service last year, the funding went 
down by $100 million because of the budget cuts. 

But I would stress, we totally agree with you. It is unfair to tax- 
payers. It is not the way the government ought to operate. 

And the wait times are as bad as the so-called courtesy dis- 
connects. You should be able, when you call us, to get through in 
less than 5 minutes. We won’t quite meet the 5-minute deadline 
this year because, again, we don’t have the resources. The increase 
is significant, but not sufficient. But you will see a noticeable im- 
provement. The Practitioner Priority Line will be better for the 
first time in several years. 

It is a high priority for us. I couldn’t agree with you more. 

Chairman Rogers. Well, we want to see the statistics to see 
whether it is coming or going, better or worse. 
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Mr. Koskinen. If it doesn’t go, you have a legitimate point, we 
should be held accountable. If we are going to spend $178 million 
of taxpayer dollars on taxpayer services, the services should signifi- 
cantly improve, and we are happy to track that with you. 

Chairman Rogers. Would you be able to give this subcommittee 
a status report on how you are doing with that in, say, a couple 
of months? 

Mr. Koskinen. I could give you a status report right now. As I 
say, we have had 

Chairman Rogers. I am interested in how you are going to 
change things. 

Mr. Koskinen. No, no, the status report. The number I have is 
25 million returns have been filed, all but a million of them elec- 
tronically. And while we are still at the front end, the level of serv- 
ice has gone up to 71 percent. So 71 percent of people, as a result 
of our ability, thanks to your funding, have moved in. 

Now, we won’t be able to sustain that because we are about to 
get far more calls the rest of the filing season. But our goal, and 
we said that in our plan to you, we should be held, measured to, 
during the filing season this year, going from that 37, 40 percent 
to the low 60s. Our level of service for the filing season should be 
62 percent. 

For the year — because we had 3 months before we got the bill 
and were running at a really crummy level — our expectation is that 
we will be in the 47 to 50 percent rate, which is significantly better 
than the 37 percent. 

Chairman Rogers. Well, what I want to know, and I want you 
to report to us on April 15 

Mr. Koskinen. I will be here. 

Chairman Rogers [continuing] I want you to report to us on the 
percentage of people whose calls get through. 

Mr. Koskinen. Yes. 

Chairman Rogers. And how much you have reduced the wait 
times for those who call. 

Mr. Koskinen. Those are exactly the right measures, and I will 
be happy to report those. 

[The information follows:] 
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Definitions: 

1, Level of Service (LOS) Is the relative success rate of taxpayers who call for IRS services 
seeking assistance from a Customer Service Representative. 
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wait in an asslstor queue before receiving service. 
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Chairman Rogers. Gotcha. Thank you. 

Mr. Crenshaw. Thank you, Mr. Chairman. 

And, Commissioner, you hear this over and over again from this 
committee, you get $11 billion, and you have got a lot of things to 
do, just like we all have got a lot of things to do, and it is all about 
priority. And what the message is, it seems like the most important 
priority ought to be customer service. And I think the criticism is, 
from time to time, money goes to other places that don’t seem to 
be as important as customer service. 

So I think you are getting the message that we would say — some- 
times people say: Well, the way the Federal Government works is 
when they cut their budgets, they find the place that creates more 
pain to the average citizen and then everybody thinks they need 
more money. 

So I think you got the message that we just want you to make 
sure that you make this a priority. That is all we have got to say. 

Mr. Bishop. 

Mr. Serrano. Mr. Chairman, I noticed that you said he gets $11 
billion. That is what he is asking for. 

Mr. Crenshaw. No, he is asking for $12 billion. 

Mr. Serrano. Oh, okay. Just checking to see if you were commit- 
ting yourself to the $11 billion. 

Mr. Crenshaw. No, that is last year. 

Mr. Koskinen. You are very careful. 

Mr. Crenshaw. Mr. Bishop, please. 

Mr. Bishop. Thank you very much, Mr. Chairman. 

And thank you, Mr. Koskinen, for being here. 

I have been listening to this discussion, but I know that your fis- 
cal year 2017 budget request proposes to restore more than $807 
million in cuts to the IRS that have occurred over the past few 
years. The cuts, once counting for inflation, currently fund your 
agency at levels comparable to 1998, I am told. 

You have indicated that personnel accounts for nearly 75 percent 
of your budget and that these cuts have contributed to the loss of 
13,000 people due to normal attrition, reduction in forces, and 
agency hiring freezes. This loss has translated into fewer personnel 
conducting audits, which you have said, and tax enforcement, fewer 
employees answering the phones to respond to taxpayer inquiries, 
longer wait times. 

As a result, you have indicated that we have suffered a degrada- 
tion of taxpayer services and a loss of billions of dollars in enforce- 
ment revenue. I am told that for the 2006 tax year, that there was 
a $450 billion gross tax gap. That is the difference between taxes 
owed and taxes voluntarily paid on time. That would be a substan- 
tial contribution toward reduction of the deficit and also providing 
the additional resources that the Internal Revenue Service needs to 
collect the money that is needed to fund the government. 

It seems to me that the cuts over the past 5 years have really 
worked to sort of cut off your nose to spite your face, in terms of 
being able to fund our government. 

And so while customer service is vitally important — and I hear 
it from my constituents day in and day out when they have to deal 
with the IRS and can’t get through — if you get this restoration, are 
you going to be able to collect that money, to decrease that $450 
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billion gross tax gap, so that the government gets what it is enti- 
tled to get under existing law without raising tax rates, what is ac- 
tually owed? 

Mr. Koskinen. Perhaps a way to put this in context for everyone 
is the President’s request for 2017 would get us to the level — forget 
about inflation — where we were 7 years ago, 2010. I don’t think 
there is any other major agency of the government that presently 
is asking, in 2017, simply to be restored to 2010’s level. 

Since 2010, we have 10 million more taxpayers. We have the 
aforementioned Affordable Care Act, Foreign Account Tax Compli- 
ance Act, the Health Coverage Tax Credit, private debt collection 
act, and other unfunded mandates we are dealing with, with a 
budget that is not anywhere near where we were 6 years ago, in 
2010. The 2017 billion extra would take us back to where we were 
in 2010. 

So over 7 years, we would have been held flat. And yet, in the 
meantime, if we can get that program integrity cap money, the en- 
forcement revenues, net of the expenses over a 10-year period in 
the budget, are projected to generate, to the government, a net of 
$46 billion more revenue, far exceeding the billion dollars that is 
in that budget, and would be every year. 

So, again, I would stress when we talk about this budget, it is 
another billion dollars, that would take us back to where we were 
in 2010. 

I would also stress, again, we need to be efficient. We need to 
consolidate our space, we need to make sure that we are not print- 
ing anything more than we have to, that we are using our people 
efficiently. 

But you have to understand, France, Germany, England, Can- 
ada, and Australia all spend twice as much as we do to collect their 
revenues. We are already far more efficient as a tax collection 
agency than anyone else. 

I agree we should be as efficient as we can be. But the image 
that somehow $11 billion, or even $12 billion, is a lot of money and 
we must be able to do everything with it doesn’t correspond with 
the reality. It is clear to us taxpayer service is a priority, but statu- 
tory mandates are also a priority. Running the filing season every 
year is a priority. 

Mr. Bishop. Mr. Koskinen, I have got 24 seconds left. 

Mr. Koskinen. Sorry. 

Mr. Bishop. Bottom line is that Congress has required and the 
population increases has required that you do more with less. And 
that has contributed and is a contributing factor, I would take it, 
to the fact that customer service is poor and we have got that tax 
deficit, that tax gap. 

Mr. Koskinen. That is correct. And we are doing, as I said, much 
more with much less. There is a limit to what you can do with less, 
and we are well beyond that limit. 

Mr. Bishop. Thank you, sir. My time has expired. 

Mr. Koskinen. Thank you. Sorry to use so much of your time. 

Mr. Crenshaw. Thank you very much. 

Let’s go now to Mr. Graves. 

Mr. Graves. Commissioner, good morning. I hear your argu- 
ments, and I want to applaud you for doing more with less. I re- 
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mind the committee that we are nearly $20 trillion in debt. Over 
the last 6 years, we have been able to cut nearly $200 billion from 
discretionary spending, but there is more to do. But I understand 
your request. I do. 

And so just to go back to last year, we had a conversation about 
fraud, and my memory, if it is correct, is that around $5.8 billion 
was reported in fraudulent tax refunds being sent to criminals and 
not to the taxpayers that were owed them. That is about half of 
your budget request. 

And so the easiest way to get to your budget request would prob- 
ably be to continue your efforts to eliminate that fraud. I think that 
would help all of us. 

And so I want to thank you for the summit that you had and 
bringing all the stakeholders in. It sounds like it was very produc- 
tive. I would like to learn more about that, and hopefully we will 
hear a little bit more about that today. 

But it sounded like it was more about the individual preparers 
that had been defrauded through identity theft or some other 
mechanism — that seemed to be the focus. Was there any type of 
focus on fraud related to the electronic identification numbers, the 
filing identification numbers the industry uses for authentication 
purposes, to check and make sure that there is not fraud occurring 
from the non-individual filing perspective? 

Mr. Koskinen. No. We are dealing with very sophisticated crimi- 
nals. One of our concerns is, as we get better at dealing with indi- 
vidual fraud, and particularly with the Congress’ approval for us 
to get W-2s earlier so we can match data, we now have criminals 
forming false corporations and creating false W-2s that look like 
they are real W-2s. So there is a business fraud issue. 

One of the issues we talked about, again, with our partners is, 
as we get better at detecting fraud, the next place criminals go is 
to the tax preparers. So there will be more and more private sector 
companies in the tax system who are being attacked, because if you 
can get into a preparer’s system, you then have all of that informa- 
tion and you can file false refunds. 

The goal of all of this activity, as far as we are concerned, as op- 
posed to whatever they are doing with everything else they have 
got, is to file false returns and get false refunds. We think that by 
being able to share this information in real time, because of invest- 
mente we made we have improved. It used to be our filters could 
be adjusted once a year. We have a very antiquated system. We 
can now adjust those filters in real time. We can adjust them as 
a result of the information we get from preparers, from States. 

The issues we have had with the recent hot attack, we have im- 
mediately been able to share, thanks to the partnership, all of 
those Social Security numbers with State revenue agencies around 
the country. We have been able to share all of those with all of our 
private sector partners. 

So we think it is going to be a more formidable battle 

Mr. Graves. So you have ability to verify and authenticate the 
EFIN of these preparers? 

Mr. Koskinen. One of the issues we have is, again, looking at 
authentication for every way people get into our system. We are 
satisfied on the installment agreements, for instance, if you are try- 
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ing to pay us, it is unlikely you are a criminal. The criminals don’t 
pay us, they try to get the money. 

On the other hand, we are looking at everybody who has access 
to our system — preparers, mortgage companies, others — because 
they are all vehicles and venues that if we can stop people here, 
they will simply come in other ways. 

I would stress the bottom line is, we are making progress. We 
will never end this battle. The criminal syndicates we are dealing 
well are too well funded, too creative, and too desperate. Somebody 
asked me: When will you be done? And I said: The minute you 
think you are done is when you are going to be done. You can 
never think that you are finished. 

So we have spent a lot of time — and the funding you have given 
us will improve that — trying to make sure that, to the extent we 
can, we are getting ahead of it. 

What we would do with the additional funding in the 2017 budg- 
et is be proactive. Thus far, even with our partners, up until re- 
cently, we have been reactive. There is a probe here, and we push 
back. We find a problem here, and we solve it. 

We have a potential, and, again, with this partnership, with all 
of their security people, to come together and actually start to get 
ahead of the game. Instead of responding to where the attacks are 
coming from, beginning to protect ourselves against where we 
think the next attacks will come from. 

Mr. Graves. All right. And as I close, Mr. Chairman, let me just 
point out that the industry is lawfully doing what they are ex- 
pected to do, and that is filing returns to the best of their ability. 

Mr. Koskinen. Right. 

Mr. Graves. And so, as we said last year, and I believe the Com- 
missioner supports this, we don’t need to put undue regulations on 
an industry that is clearly trying to assist the Commissioner and 
the agency, and are doing as much as they can do with the infor- 
mation that is being provided to them. It is up to the agency to de- 
termine and verify the validity of the data being received. 

And then lastly, let me point out, it is nice to hear for the record 
that we have one agency that is just trying to get back to a 2010 
funding level, and that demonstrates the good work of this com- 
mittee and what we have been doing over the last couple years and 
how tough it has been. 

But thanks for doing more with less. 

Mr. Koskinen. Happy to hear that. 

And I would just stress, your point, in our work with the private 
sector, as I have told them, it is a partnership. So we are not tell- 
ing them to do anything. What we are doing is jointly figuring out, 
OK, what can we do together. 

So when they said, well, they need a standard, obviously, because 
they don’t want to have a competitive disadvantage if it is a little 
harder to get into one than the other, and as I have said, it has 
been our approach, OK, we will work with you on developing it. 
But it will be their standard. And I think that is why it has been 
such a productive relationship. 

Mr. Crenshaw. Thank you. 

Mr. Quigley. 

Mr. Quigley. Thank you, Mr. Chairman. 
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Thank you, Commissioner. 

The phone scammers, I have heard the tapes actually played of 
people posing as IRS agents and scaring the hell out of people 
when they call them and tell them: If you don’t do this right now 
or wire money to us to pay these back taxes, someone will be 
knocking at your door, you will be arrested. A real horror story in 
my district, in my State, and I know you know across the country. 

I would love to hear what you are doing about that, but particu- 
larly because as we go forward with private sector collectors, the 
possibilities that people believe that these people are real become 
more evident and I think it actually complicates that problem. 

Mr. Koskinen. I have been dismayed by the persistence of the 
scam. For the last 2 years, every press conference I have done, I 
have mentioned we put out a Dirty Dozen every year. The highest 
priority has been to warn people against phone scams. Basically, 
2 years ago when I started I said: If you are surprised to be hear- 
ing from us, you are probably not hearing from us, because we 
don’t call you first. We actually send you letters. You will get sev- 
eral communications from us before you get a call. We work with 
the IG. We have been working on criminal prosecutions of people 
we catch. 

What is concerning to me is I get news clips every day, and vir- 
tually every day there are very good news reports warning people, 
whether it is on television or print news media, across the country. 
And it is amazing the number of people who still get that call and 
they just say: Well, I am going to have to deal with it. A lot of 
times they are older people. A lot of times they are immigrants. 

One of the things we are trying to get people to understand is, 
if you hear from the IRS, we will never threaten you. We will never 
tell you that you are going to go to jail the next day, you are going 
to lose your house. We will never tell you to make a payment to 
a debit card or to a bank account. 

We are committed, and I am personally committed, that on the 
private debt collection, we are going to do everything we can to 
make it work. I don’t want anybody to think we are slow-rolling it. 

Mr. Quigley. Excuse me, how will they differentiate themselves, 
besides the precorrespondence? 

Mr. Koskinen. The big challenge we have is that — we are de- 
signing the program and the training — we will send a letter to the 
taxpayer saying: We have turned your account over to a specific 
company. Part of the contractual relationship is the company will 
then send a letter to the taxpayer saying: We have been given your 
account by the IRS and you will be hearing from us. 

That, we think, will help. It won’t solve the problem. We are then 
trying to get ahead of the world. We know the criminals will now 
try to figure out how do they send letters that look a lot like our 
letters, use the same letterheads, say the same thing. So we are 
going to work. 

We have a bidders conference coming up at the end of this 
month, again, with the private sector, to say: “Okay, we have got 
this problem. We didn’t have it the last two times we tried private 
debt collectors. How can we jointly figure out how to deal with that 
problem?” Because it won’t do them any good if they call and get 
hung up on because people say these are more scammers. 
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Again, I don’t think we are going to have the only answer, and 
we are going to work with the potential contractors. One of the hig 
issues will be how can we buffer their work from all of the efforts 
we are all making to try to get people not to respond to the phone 
scams. 

Mr. Quigley. You state the obvious. Hopefully, the letters will 
differentiate themselves: We are not going to call you and threaten 
you, we are not going to call you and demand you debit right away, 
we are not going to call. It has got to go into those specifics. 

Mr. Koskinen. Yes. And we are trying in our public relations 
campaign to tell people just that. 

The bottom line is, if we can just get the public to understand, 
“If you are going to pay your taxes, you write the check to the U.S. 
Treasury and you mail it,” and get people not to go down to the 
bank and make a debit card deposit today, not to make it to some- 
body’s bank account. And nobody is under the threat of, if they 
don’t do it, in 24 hours something terrible is going to happen. 

Mr. Quigley. Thank you. 

I yield back. 

Mr. Crenshaw. Thank you. 

Mr. Yoder. 

Mr. Yoder. Thank you, Mr. Chairman. 

Commissioner, good to have you this morning. Thanks for your 
testimony. 

I noted the very interesting dialogue that you have had this 
morning with members about how to collect the taxes that are due 
and owed, and how complex that is, and how challenging that is. 
Certainly Chairman Rogers made very clear his frustration that we 
all have with customer service and challenges that I think you rec- 
ognize are a problem well and you have stated you are working on. 

You made a statement that really resonated with me, which was 
you said we will never win this battle, that it is sort of a never- 
ending problem, and you just have to do as good as you can. 

And I think the reason we are having this problem and why we 
will never win this battle is because we are looking at it the wrong 
way. You are looking at it, and this committee looks at it, from a 
revenue solution answer, and I think the problem is within the Tax 
Code itself and the tax system we have set up in America. 

With 70,000 pages, the complexities that exist, Americans are 
frustrated with the Tax Code. There are people that don’t pay their 
taxes, that find loopholes. And most Americans want to see a Tax 
Code that is flatter and fairer, in both political parties. 

Maybe one of the things that unifies the country is that they 
want to see what happens if the IRS changes. And I think that 
makes your job very difficult. And I don’t think there is enough 
money we can throw at the problem. The problem is changing the 
way we do business at the IRS, changing our Tax Code. 

And I note that you spend $11 billion. You would like a billion 
dollars more. I am sure you would be willing to spend even more 
than that, if we would give it to you, because you would try to use 
it to collect more taxes. 

Americans spend more than that. I mean, by some estimates 
they spend $37 billion annually complying with the Tax Code. So 
you are spending $11 billion and Americans are spending 3.24 bil- 
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lion hours complying, and that adds up to 369,000 years annually. 
And just think about a country when we are trying to create jobs, 
we are trying to create opportunity, that would not be the country 
that our Founders designed that they would expect that this is 
where we would be. 

And if you look at the changes we have made to the Tax Code 
with ObamaCare additions and the various laws that get passed in 
this country every year, that has added up to a point where you 
have got a J curve in terms of just dramatic increase in responsibil- 
ities we have placed on you to the point where your point is we will 
never win this battle. And I think it is precisely because we are 
going about the battle the wrong way. 

If we had a simpler and fairer Tax Code, you would get higher 
compliance rates, people would know where their tax revenue is 
going, and they ultimately would be more willing to comply them- 
selves, and your collection efforts would be less costly. 

So that brings me to some of the things we can do immediately 
that might help bring about some of those changes. One of the 
things my constituents hate more than anything is fraud, waste, 
and abuse in government. Nobody likes that. 

And I bring our attention back to the earned income tax credit 
issue that we have discussed before. And I would highlight again 
for the committee the roughly 25 percent error rate, which is as- 
tounding. I don’t know that there are very many government pro- 
grams that have that high of a fraud or error rate, to the tune of 
maybe $15 billion to $20 billion annually. We spend $30 billion re- 
searching cures at the NIH, every disease known to man, we are 
spending $30 billion, and we are wasting $15 billion to $20 billion 
on paying earned income tax credits to people that don’t deserve 
them. 

So it is particularly concerning. And I would just like to ask, I 
guess, where we are on that issue, what progress we are making, 
and in particular, what solutions Congress can bring or you can 
bring towards resolving this? Can you highlight any disparities, in 
particular, of improper payments made by self-preparers versus 
third-party providers? And do you believe that you need additional 
authority granted by Congress to impose due diligence penalties on 
self-preparers in addition to enforcement and audit powers that 
you have now? 

Mr. Koskinen. I am going to try to get all that done in a 1 
minute and 20 seconds. 

Mr. Yoder. Fair enough. 

Mr. Koskinen. But let me start by saying, as I have testified 
from the start, this is one of the major challenges we have. It is 
a program a lot of people support. Most people seem to support it. 
It is for the working poor. And the error rates, and the amount of 
money going improperly just need to be fixed. 

We appreciated your responding to our request to get W-2s ear- 
lier. Next year, we will get them in January. As a result of our 
partnership, we have volunteers who have provided us with 20 mil- 
lion W-2s already this year, and that allows us to double-check, 
when somebody files, their income, to the extent W-2 income is re- 
ported. Next year, also the Congress has said that refunds will be 
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held until February 15 to give us more time to check, and that will 
be helpful. 

[Clerk’s Note. In the above paragraph, the IRS is referring to 
section 201 of the PATH Act, which was enacted as part of the 
Consolidated Appropriations Act for 2016 (P.L. 114-113). More spe- 
cifically, 201(a) (earlier W-2s) and 201(b) (delayed EITC refunds).] 

The corollary to that, what we need, is to have what we are now 
calling, because we are trying to keep it narrow, “correction proce- 
dures for specific errors.” For instance, we are going to work with 
Social Security to get their identification when people report that 
they have reported to us the wrong Social Security earnings for the 
EITC. 

When we see an error like that, that is from a reliable database, 
we can’t make the change. We actually have to audit that person. 
We have to send them letters. We already do over 400,000 EITC 
audits. So it is clear we can’t just audit our way out of the problem. 

If we have the ability, as we have in some instances to correct 
math errors, when we have a reliable database, to make the 
change, taxpayer can still say, “Hey, you know, I have got a con- 
cern.” They have the right to come in and disagree. But if we can 
make those changes without having to audit, we think we could cut 
down improper payments significantly. 

One of the reasons we are talking about, and requesting, the 
ability to require minimum standards for preparers is not to create 
a regulatory regime. We had the program before. People know what 
it would look like, since we did it 4 or 5 years ago. It simply re- 
quires some minimum testing of preparers so that they know some- 
thing about the Tax Code. 

A significant number of errors are made in good faith. The stat- 
ute is very complicated. So if somebody wanted to simplify the stat- 
ute, that might be OK too. But it is basically preparers, if they 
have had no training or education, having a difficult time tracking 
their way through it. So that is what we have in mind for the min- 
imum standards. 

We won’t drive crooks out of business. There are criminals — a 
small, very small percent of preparers — who are, in fact, adver- 
tising: Come with us, we will get you a big refund. Those people 
we prosecute as we go. 

But if we could get the W-2s earlier, the correction procedure for 
specific errors would go away. We think the W-2s by themselves 
will help us make a dent in this problem as we go forward. 

To address the question of the due diligence, we have been run- 
ning pilots, we have been looking at it. Preparers have due dili- 
gence questions. The questions are helpful. We have built them 
into the software. We are working again with the software pro- 
viders and the preparers to try to figure out what is the reasonable 
level of due diligence they should have. 

Their point is, in the preparers that are preparing — back to the 
minimum standards — EITC returns, they have a very high error 
rate. What is also happening, though, is as we get more focused on 
preparers, then marginal preparers prepare the return and don’t 
sign it. So it looks like it is self-prepared, but it has actually been 
prepared by a preparer. So we are trying to warn people don’t do 
that, because you may lose your refund if it is a crook. 
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One of the things we are doing, as actually the Omnihus hill sug- 
gested — mayhe even required, but I thought it was a good sugges- 
tion. I pulled together everybody in the IRS that knows anything 
about this. They suggested a kind of a summit on EITC. 

And we are going to do that. We are going to bring preparers, 
we are going to bring recipients, we will bring people from outside 
the government, as well as inside the government, to try to sit 
down, and, again, not tell people what to do, but to try to say: 
“Okay, what is the common view here as to what needs to be 
done?” If there are statutory changes in the program that would 
help, we would get back to you. 

We know on the enforcement side, if we have the things I have 
just talked about, particularly the correction procedure, that would 
help. 

We have this duality. We have to make sure everybody eligible 
knows about EITC, like the ABLE Act. We say, “here is your pro- 
gram,” and at the same time we are trying to make sure people get 
the right amount. 

So we will hold that summit, which may turn out to be a series 
of meetings, and get back to you on that as well. I had four or five 
things that I was worried about when I started. This was one of 
the five. 

Mr. Yoder. Thanks, Commissioner. 

Mr. Crenshaw. Thank you. 

Just a quick question. You mentioned that identity theft costs $5 
billion or $6 billion a year. What are the latest numbers on how 
much the earned income tax credit error rate costs? 

Mr. Koskinen. The earned income tax credit fluctuates. The 
error rate has always been in the 22 to 25 percent error. It goes 
up and down each year. 

Mr. Crenshaw. What is that in real numbers? At one time it was 
$19 billion. Do you know what is the latest? 

Mr. Koskinen. I don’t remember it being high, but the number 
has fioated again, depending on which year it is, between $14 bil- 
lion and $17 billion. Whatever it is, it is a number — well, again it 
is like everything. We will never get it to zero, because it is com- 
plicated and people will file 

Mr. Crenshaw. That is a lot of money. 

Mr. Koskinen. We ought to be able to get it under $10 billion. 
I mean, you could say $5 billion to $7 billion. If we could just get 
it under $10 billion. 

Mr. Crenshaw. It would be nice. 

Mr. Rigell. 

Mr. Rigell. Thank you, Mr. Chairman. 

And, Commissioner, thank you for being here today and for your 
testimony. 

It has been my experience here in 5 years of service in the House 
that so often in these hearings it is not too surprising that Repub- 
licans, we really focus on really reducing spending, and often times 
my Democratic colleagues are making the case for the other side 
of things. 

Just for the business background, when I try to assess and work 
through that, because I am a fiscal conservative and I am deeply, 
deeply troubled by us being $19 trillion in debt, I think really it 
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is a fundamental threat to our country. And we are all in this to- 
gether, Republicans, Democrats, those who are fed up with both 
parties. From coast to coast, we are all in this together. 

So as it relates to the IRS, an evaluation of the request that you 
have made and just some of the comments that have already been 
made today, I try to look at this, as best I can, from an objective 
standpoint and trying to assess performance, and indeed your per- 
formance. That is part of what we do here. 

So performance over time is something that I always look for in 
evaluating a business unit or something like that. It is difficult for 
me to at least easily — I know you would be very good to come by 
and explain this to me. I have met with you privately before and 
you have always been responsive. 

That said, if you could incorporate into your summaries, at least 
I would ask for performance over time, that is the efficiency num- 
bers that you are using, the cost per thousand collected. And also, 
because I know that it is not just cost per thousand that we are 
looking for and that you should be evaluated on, but also, and im- 
portantly, the quality on a range of different metrics there. 

So with all that said, is your cost per thousand, according to your 
own data, is it increasing, decreasing, or staying the same? 

Mr. Koskinen. At this point, we have become more efficient. Not 
to overstate it, but we really are, by far, the most efficient tax ad- 
ministration in the world. 

We do think, and we measure it, and we are happy to share 
those measures, on taxpayer service, for instance, as we have had 
more taxpayers and less funding, we have had a decline in per- 
formance. And it is of concern to all of us, and it is an appropriate 
measure. 

Over time we just look at it in gross. We are spending a billion 
dollars less than we did 6 years ago, even with the increase, and 
we are processing 10 million more taxpayers. So, obviously, we are 
processing significantly more taxpayers with less funding. There is 
a problem, at some point, in terms of at what point do you lose ef- 
fectiveness. 

Mr. Rigell. Well, let’s talk about that just for a moment. I re- 
member from my econ class a long, long time ago, when marginal 
costs and marginal revenue are equal, you have maximized profit. 

Now, let me say right up front, I know this is not a business, we 
are not in the profit business. But this idea of optimizing the right 
amount of tax collection, not more than is owed, but not less than 
is owed, that is the optimum. 

So does your budget reflect, are you saying, could you make the 
argument that if you got the budget request that you had asked 
for, that that is the optimum? I mean, that is, if you start to spend 
more than that, you are going to actually maybe collect less than 
it cost you to collect it? 

Mr. Koskinen. I don’t know where that curve will go. I can guar- 
antee you, as I said earlier, just with the funding in the program 
integrity cap — and I understand that is always an issue as to 
where it fits in this budget — ^but just for the increased enforcement 
arm over time, our estimate is the net gain to the government 
would be $46 billion. 
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So you are right. We are not a business, but we have a business- 
like aspect to us because we are the accounts receivable, the collec- 
tion arm of the business. If you are in a business, we are the rev- 
enue generator, and then you have the expenditures and all of the 
programs, wherever you are going to spend them. 

So part of my concern is that, as I said, I spent 20 years in the 
private sector running large, troubled businesses. I never met any- 
body who said: I think I will starve my revenue arm to see how 
they do. 

But on the other hand, your point is, everybody looks at them 
and says: But I want that revenue arm to be efficient. I am not just 
going to throw money at it. 

Mr. Rigell. There you go. 

Now, I have got about 30 seconds, and let me just close with this. 
I just wanted to share with my Democratic colleagues, the ranking 
member and others, every line of our budget needs to be given 
scrutiny, and including the IRS. And this is just part of being pru- 
dent and doing right by the taxpayer, all of us. 

But what is driving our fiscal situation overwhelmingly is our 
failure collectively to responsibly reform mandatory spending. And 
I just want to close with that, because that is really what has got 
to be done. I know it is outside the scope of this hearing, but we 
have got as an institution to address that thoughtfully, because 
that essentially is what is driving us in our fiscal situation. 

Thank you for your service, and thank you for your testimony 
today. 

I thank the chairman, as well, and I yield back. 

Mr. Crenshaw. Thank you, sir. 

Mr. Amodei. 

Mr. Amodei. Thanks, Mr. Chairman. 

Good morning. Commissioner. 

Mr. Koskinen. Good morning. 

Mr. Amodei. To the extent that Mr. Crenshaw is going to en- 
deavor to manage my 5 minutes, please don’t be offended if I en- 
deavor to manage the time you take in your answers. 

I want to talk to you about a specific instance, and the issue is 
process related. And we have heard a lot about taxpayer service, 
and I am gratified by that. 

Taxpayer gets a designation for alternative energy purposes that 
says he is an alternative fuel refiner. It turns out he files under 
that, it is wrong, for whatever reason, you don’t qualify for that. 
Receives advice from the IRS that you are an alternative fuel 
blender. 

OK. Goes forward under that. New IRS agent: Oops, you are not 
one of those either. Refund, blah, blah, blah, blah, blah. 

Goes into your appeals process, fast track mediation, mediates, 
IRS folks on the other side, come to an agreement, don’t know what 
the agreement was. And your folks on the other side of the medi- 
ation say: Hey, we are not in power to sign off on this. 

So the mediator calls the person who is and gets an affirmative: 
We will do that deal. OK, whatever it was. Then they get a call 
back the next week saying, from somebody else above, whoever he 
talked to on the phone: We are not doing that deal. 
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And so I am sitting here in the face of things like it is a critical 
function of the government, taxpayer service is a critical function. 
Now, these aren’t folks who are trying to run away from you. They 
are embracing your system and your dispute resolution system. 
They are entitled to knowledgeable, well-trained, able to provide ef- 
fective and appropriate service. You can call us, not some late night 
talk show person, have people compliant when they are trying to 
be compliant, treat them fairly. 

It is no news to anybody in here you are a Yale-trained lawyer, 
and I respect that. I know that is probably the only school you 
could get into with your minimal educational requirements. But 
don’t worry, I couldn’t even get in there, so you are doing better 
than me. 

But I look at all this stuff and I say: Hey, I am not expecting 
your folks to be perfect, they make mistakes. And maybe if it was 
just one of these things in a single case it would be like, well — and 
I don’t know if you have been briefed on it, because your folks have 
been into my office at one point in time a while back. 

But I am sitting here in terms of basic fairness, in the context 
of all this stuff where we are talking about we want people to reach 
out to us, we want to provide the best possible service. And I am 
not saying, therefore, they shouldn’t have to pay the tax or they 
shouldn’t have to do this or that. 

But the process of a system where people have embraced your 
system at every point they could, thought that they went through 
your fast track mediation program, not yours, but the Service’s, 
and they come away with not the first disappointment in terms of, 
oh, you are really not that, but the second one says: Oh, by the 
way, that deal we did, we have decided we are not doing that, even 
though you had somebody who ostensibly was in the course and 
scope of their employment in the appeals process that said we will 
do that. 

It is something that deeply troubles me in terms of those folks 
who are coming to you for resolution as opposed to those who we 
have been talking about that are trying to scam you, run away 
from you, cheat you, lie, and steal. 

So I say all that to say this: I would really appreciate, and my 
request is, since we are not going to accomplish it during our little 
5-minute speed dating session here, I would like the appropriate 
folks from your office — I don’t know if it is still under litigation or 
not, although I can tell you the company was 28 employees when 
this all started and now I think there are 4, because it is a busi- 
ness thing and those decisions had consequences — I need somebody 
to come in and say: Listen, Taxpayer Bill of Rights, Code of Federal 
Regulations, Administrative Procedure Act, are we exempt from 
something where if we say we are going to saw off on something 
in mediation, that it is really like, well, don’t take that to the bank 
yet, because it came as a complete shock not only to these folks, 
but to the mediator who had never seen it before. 

And so I want to hear what the other side of the story is a little 
bit. But in terms of general process moving forward beyond this 
case, it is like, hey, if I am coming to you and trying to be compli- 
ant and you guys have made mistakes, then we still need to go for- 
ward, tax law still needs to be enforced. 
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But there ought to he a lane for, OK, let’s figure out how he get 
to where we need to get here short of, hey, sorry we made a mis- 
take, but that doesn’t change it, you have got fines, penalties, and 
blah, blah, because you weren’t really entitled to be treated that 
way. Oh, and by the way, the appeals process really isn’t going to 
help you, even though you thought you had a deal. 

Will you please come by and see me? I am not a high mainte- 
nance guy. You have only been by twice in 5 years. I don’t abuse 
you. If I say please? 

Mr. Koskinen. As you can imagine, our golden rule is: “The 
Commissioner does not get involved in any individual case.” We 
can’t talk about cases publicly. We are delighted to talk about it 
with you. But the Commissioners basically, historically, have not 
gotten involved in individual cases. But I take the point. I think 
the point you raise 

Mr. Amodei. The point is a process point. I am not asking you 
to come talk about this case. I want to know the process that says 
that is OK. 

Mr. Koskinen. The process, I am happy to come talk to you 
about. I am happy to because the process is designed to be fair, it 
is designed to work with people who are trying to be compliant. We 
do, literally, millions of installment agreements and other agree- 
ments. 

When the system doesn’t function appropriately there are lanes 
for appeals. We have a Taxpayer Advocate, who I strongly support, 
who can do that. There are ways. 

But, again, people ought not to have to go through the maze to 
the extent we can avoid it. We ought to be able to come to closure. 

Mr. Amodei. So is that a yes, your folks will be by? 

Mr. Koskinen. Yes, I will come, I will be happy to come by. 

Mr. Amodei. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Koskinen. But just for the record, I would note, we will be 
talking about process, not a particular case, because I can’t talk 
about a case. 

Mr. Amodei. Absolutely. 

Mr. Koskinen. Fine. 

Mr. Crenshaw. And, Mr. Amodei, if you would like another 5- 
minute speed date, if you just sit quietly for a couple of minutes 
you will have that opportunity. So we will have another round. 

Just what I would like to know is, I mentioned in my opening 
statement that you had this hardware failure, and I think that 
there is a hearing today on that. Tell us a little about how that 
happened. I think there was a destruction of one of the hard drives. 
Plus the problem, I guess, the breakdown. How did that happen? 
And how does that affect folks that are filing their tax returns? 

Mr. Koskinen. This is when we went down for 24 hours. 

Mr. Crenshaw. And then the destruction of that hard drive. 

Mr. Koskinen. Two separate issues. 

Mr. Crenshaw. OK. 

Mr. Koskinen. So the first is the systems failure. We do our 
processing in Martinsburg, West Virginia, and then we have a 
backup site, alternate site that we go back and forth to, in Mem- 
phis. We have redundancies within those systems. 
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This was a hardware failure and we are still working with the 
vendors to figure out exactly why, but a simple voltage regulator 
failed. There is a backup voltage regulator. When they were fixing 
the first voltage regulator, the outside contractor, the backup failed 
again. 

We normally would have, if the system were going to be down 
for any period of time, moved to Memphis, which we do about every 
6 months or so just so we have a disaster recovery. But that doesn’t 
automatically take up. It takes us 24 to 36 hours to get that system 
up. 

We decided, and it turned out to be right, that we could get the 
system back up inside of the 24 hours, so it would go faster and 
we would be more secure in terms of not losing data going back up 
in Martinsburg. 

So the hardware has fixed, the system is up. It happened, again, 
about 3 years ago in a different mechanical failure. It reminds all 
of us filing season is simple if you are just filing and it all goes 
well, and last year we didn’t have any of these issues. But we are 
running a complicated system to process and collect the data on 
150 million taxpayers, and we are always at risk that some part 
of the system, just like your computer, is going to one day decide, 
“Okay, I am just not going to function again.” That is why we have 
the backups in Martinsburg. 

Part of the reason, when people say, “Well, gee, you have a big 
system,” is because we have to have the backup. If we had a light- 
ning strike, a fire, whatever it was in Martinsburg, we have to be 
able to continue processing. So we have a redundant system with 
people sitting in Memphis and it moves back and forth for that rea- 
son. 

But we were delighted that we were able to be down less than 
24 hours and that we were able to get back up and that there was 
no corruption of the data. It was a hardware failure. The system 
just stopped. So you are worried about 

Mr. Crenshaw. There was no corruption of the data and it just 
kind of slows things down for 

Mr. Koskinen. So we basically were down for a little less than 
24 hours. 

Mr. Crenshaw. Just put you behind that. 

Mr. Koskinen. And so it turns out for taxpayers, the submitters 
are able to just simply hold — we have 17 transmitters that collect 
all of this — and they just hold the returns until we are open again. 
So most taxpayers, of the 25 million filing, never saw anything. 
They just filed. For all they knew, the system had gone through in 
that 24 hours. 

Mr. Crenshaw. How about the destruction of that hard drive? 
Evidently there was an order to preserve the contents. 

Mr. Koskinen. I would first note it wasn’t a court order. It was 
part of a FOIA issue in a major case we have that got a lot of visi- 
bility. We had a FOIA case filed. So we, on our own, put out what 
is called a litigation hold. We said, OK, everything related to this 
FOIA request we need to preserve. It is part of major litigation. So, 
the FOIA was a kind of an end run. Can we get stuff in discovery 
out of FOIA that we won’t get directly through the court? 
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The hard drive in question belonged to an employee who had left 
in the summer of 2014, the end of July. The FOIA request was 
filed and the litigation hold was put in place in the end of the year. 

What happened was that we have 3,000, 3,500 people leaving 
every year. When they leave we clean their computers. They have 
to turn everything in, and then to protect taxpayer data as a gen- 
eral matter, if there is nothing else going on, we clean those hard 
drives and computers and then recycle them, or destroy them if 
they are old. And we collect those. 

In this case, the computer and the hard drive were separated. 
The hard drive was designated, along with a lot of others, to, in 
fact, be recycled and destroyed. 

As luck would have it, in October, it went to the holding area 
where they are all collected. When the litigation hold went on, it 
went on to all existing employees. It didn’t go to this hard drive, 
which was on the way to being recycled. 

Fortunately, we had, in another FOIA case, taken the data off 
that hard drive. So we have the data, but we didn’t discover that. 
We advised the court in the major litigation that in the FOIA case, 
it appeared we had lost that data because the Justice Department, 
whoever handled it, felt, and we agreed, that we ought to let them 
know. 

But we kept investigating and pursuing it and then discovered 
that we had, in another case, pulled the data off the hard drive. 
So as has been said, as a guy said, I would rather be lucky than 
good. 

What we decided to do is have me simply issue an order we are 
not going to sanitize, as it is called, or wipe any hard drive. We 
have been saving all of our disaster recovery backup tapes for the 
last 3 years. So they are there. And if need be, we could go into 
those to get data, if we hadn’t found the data otherwise. 

But we decided that, while we are trying to fix the system so we 
don’t rely on getting data off hard drives, we are going to save 
every hard drive. And beyond that, what we are going to do as peo- 
ple leave, is we will copy the data off that hard drive into an elec- 
tronic area. And if there is a litigation hold, we will actually now, 
instead of just sending notification to the employees, send it to 
their managers. And the managers, when an employee leaves, will 
have to check: “Have you checked to see if there is a litigation 
hold?” So, we will have a belts and spenders approach, I hope, 
going forward. 

By the end of this year, we hope that we will be able to be in 
a situation where all of the data off every hard drive as people 
leave will be collected into, in effect, an electronic area. 

One of the requests in the 2017 budget is for $17 million to $19 
million to allow us to have a modernized e-discovery system. When 
you ask for data, instead of this clunky system we use now which 
takes forever, we would be able to go into that database, pull all 
of the relevant documents, and give them to you virtually overnight 
as we go. 

But in the meantime, nobody is wiping anything, or collecting 
the data off of it and saving it, and we have made even more com- 
plicated responses to a litigation hold. So while we didn’t lose this 
data, it did seem to me that we just can’t afford that question while 
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we are moving to kind of a modern document recovery and reten- 
tion system. I just don’t want to hear anymore of these: It got stuck 
in 

Mr. Crenshaw. In a minute, I would like you to talk more about 
this whole modernization. You just hear over and over again that 
somehow IRS needs to kind of transform itself, modernize itself A 
lot of that has to do with technology. We will save that for a 
minute. 

But Mr. Serrano, and then Mr. Amodei after that. 

Mr. Serrano. Thank you. 

Well, that is the first thing I wanted to talk about, the IRS “fu- 
ture state” plan. The concern that some people have is that you 
may be making or your agency may be making these decisions 
based on false assumptions — one, for instance, that the budgets 
will remain in place, and that is a battle we have every day. 

And secondly, that you will be, and I am not trying to be sar- 
castic, you will be the first agency in the history of the U.S. Gov- 
ernment to be up to date on technology. It seems that we have 
never had that. Ever since I got on Appropriations we have been — 
had dealt with fiscal year 2000, where the world was going to come 
to an end; didn’t come to an end. But still every month it seems 
an agency is falling behind on its IT. 

So what are you doing to prepare for the fact that what you are 
dealing with now in terms of your plan may be obsolete by tomor- 
row? 

Mr. Koskinen. Well, IT presents that challenge. That as you go 
forward, if you just stand still you are falling farther behind be- 
cause the IT is getting more modernized. We now talk about cloud 
storage and a lot of things nobody thought of 5 or 7 years ago. 

We are, as I say, not at that level of risk in the sense that we 
are not trying to go to the moon. We are just trying to catch up 
where financial institutions are now, and then evolve with them in 
terms of the taxpayer experience. 

So the budget issue is always appropriate. People need to make 
sure we are spending the money appropriately. We need to make 
sure we are spending the money appropriately. But, again, as 
shown, if we can move, in response to taxpayers’ requests, to more 
and more information online, make it more available to them, it 
will free up our call centers and our Taxpayer Assistance Centers 
to people who want to be there. 

The “Where is My Refund?” application is a good example. Last 
year, 235 million hits were made on that app online. It allows you 
to figure out the status of your refund. We don’t have 235 million 
taxpayers. As I keep saying, some people just love to push the but- 
ton. But this year already we have had 95 million hits. 

Now, even if that is only 10 million or 20 million taxpayers, in 
the old days they used to call to find out, “Where is my refund? 
I filed my return. What has happened?” So we moved all of those 
calls online. 

Now, if we don’t get funding going forward the app — except for 
our concern about operation and maintenance — the app will be 
there. And so the more people we can move online, the more effi- 
cient we will become, the better the taxpayer service will become. 
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What is at risk in terms of future budgeting — and we hope to 
present this committee with more details about what the line of 
sight over the next 3 to 5 years will look like with particular build- 
ing blocks and how much they cost — is simply that we will go slow- 
er than we would like. So, for instance, the apps that are up about 
online installment agreements, online payment agreements, online 
payments, all are building toward taxpayers being able to have an 
online, secure account with us. If we stopped today, we would have 
apps that work for limited applications, but people would still have 
to call us for other issues. 

It is important to recognize two things about this. One is there 
will always be taxpayers who aren’t comfortable with the digital 
economy, or basically don’t want to use it. I always use my mother- 
in-law, until she hears me. For years we didn’t try to get her to 
do email. She refuses. She wants to talk to somebody. She picks up 
the phone. 

Last year, 86 percent of people filed electronically, which meant 
14 percent, over 20 million taxpayers, gave us paper returns. And 
as far as we are concerned, if that is what they want to do, that 
is fine. 

So in the future, there will be people who could use the app who 
will call us, and that is fine. What we are trying to do is get people 
off the phone who didn’t want to be there in the first place. 

But your point about it in terms of upkeep is we have two chal- 
lenges, and the committee knows this. The committee has been 
very good about our modernization program, and we have made 
significant progress as a result of the funding provided by Con- 
gress. And we give you reports about that, and I am trying to make 
the reports more readable, so as you see what you are buying. 

Once we get a system up and running, we have to sustain it. Our 
operations and maintenance budget has not necessarily grown with 
that. Our budget for 2017 asks for $95 million for maintenance of 
all of these systems. So when we get a hardware failure like the 
24-hour shutdown, we have the systems to fix it, and hopefully we 
modernize enough that we have fewer of those breakdowns as we 
go forward. 

It is a package. It is complicated. The system is complicated. IT 
is complicated. What we are trying to do with this “future state” 
is not look at it from the standpoint of the IRS, look at it from the 
standpoint of taxpayers, again, taxpayer service. How do we make 
the taxpayer experience as improved and as efficient as we can for 
them, recognizing we don’t want to leave anybody behind, so if they 
don’t want to participate in the online digital stuff, that is fine? 
But I think that helps. 

And then, if we can, for the Committee, be clear about exactly — 
and that is where we started in this budget, trying to be very spe- 
cific about the initiative so you could see what you are getting for 
what you pay for. My goal is that then we could have performance 
measures, you could look at it every year and say: How are we 
doing? You put in that system. 

One of the systems we put in this year, for instance, allows us 
to monitor our system better, which is how we caught the hot at- 
tack, which in previous years we never would have caught. 
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So we need to be in an ongoing dialogue with you about specifi- 
cally what are we buying, and why, and what is going to make a 
difference. 

Mr. Crenshaw. Thank you. 

Now for another speed date from Mr. Amodei. Take your time. 

Mr. Koskinen. I would like the record to note I didn’t use any 
of his last 5 minutes. 

Mr. Crenshaw. That is right. And he can have some of my next 
5 minutes if he wants them. 

Mr. Amodei. Thanks for the generosity on both gentlemen’s 
parts. And I am sure that if I don’t already, I will soon regret refer- 
ring to the phrase as speed dating in 5 minutes. Nonetheless, I will 
stand by it. 

Commissioner, in the highway trust fund provision that was 
passed last year, there were some things in there which strength- 
ened your ability to collect tax debt. And I believe one of the provi- 
sions was, hey, we want you to do some stuff within 90 days, and 
we want you to look at using private collection folks, they are al- 
ready approved by the Treasury. And I am looking at something 
here that says last month you said you didn’t think you would meet 
the deadline for implementing that program, and I guess that 
deadline refers to the 90 days. 

Mr. Koskinen. Right. 

Mr. Amodei. So I am looking through your statement talking 
about all the initiatives in terms of Treasury-approved folks, that 
sort of thing, although it is not clear to me that that was part of 
it, but I think some people assumed it was. And you are talking 
about additional funding to strengthen enforcement programs and 
the ability to handle 30,000 more addition debt collection cases. 

I guess my first question is, I am assuming you are not going to 
meet the 90 days, when do you expect to meet that if that assump- 
tion is correct? And what do you attribute the delay to? 

Mr. Koskinen. Let’s work backward. The delay is that, even just 
in a standard procurement, 90 days would be the shortest time in 
which we could do it, if we had a program up and running and it 
was simply a question of buying off the schedule. 

So my commitment is within that 90 days, to give Congress a 
timeline as to when we are going to implement the private debt col- 
lection. As I said earlier, my goal is to make sure we do everything 
we can to make it work well, including dealing with the phone 
scams issue. 

We have a bidders conference scheduled this month which will 
be within the 90 days, again to get their participation with us in 
designing this program. We have to set up an IT system from 
scratch, again an unfunded mandate. We just keep collecting these. 
We have to design an IT system to take the cases that, under the 
statute, go to debt collectors, send those to the debt collectors, 
make sure they have a secure system to protect the taxpayer data. 

They then have to process those cases, have a secure way of giv- 
ing us back the information case by case as to what happened to 
it so we can monitor and collect that, monitor their performance, 
and be able to report on how it runs. 

So our goal, although the timeline is still being finalized, and I 
do want to get it back to the Congress in the 90 days, is we will 
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have a bidders conference now. Our goal is to have the procure- 
ment done and the program designed, with all of the training that 
goes into it for the debt collectors, so that they know exactly how 
this is going to work, the development of the protections for tax- 
payers, the letters. Our goal would be to have that procurement 
done before the year is out. But we will have that timeline, we will 
get it to you. 

My concern is, I don’t want to put it together quickly and then 
have it be a problem, and then people say: “Well, you really knew 
that was going to be a problem and that is your way of killing the 
program.” I have no intention of killing the program. If we can 
make it work, my view is that would be fine. But it is complicated 
because you are taking people and having them perform quasi-gov- 
ernment functions. You have got to make sure the data is pro- 
tected. You have got to make sure that they are trained appro- 
priately, and that we have an agreement with them this is, in fact, 
what they are going to go do. 

Mr. Amodei. So use of the language already used by the Depart- 
ment of Treasury, which I assume would have some of those same 
concerns since you are collecting on behalf of the government, real- 
ly wasn’t helpful to you. 

Mr. Koskinen. No, no. It is very helpful to us. We are going to 
use that. The bidders coming to that conference are the people on 
that list. It is very helpful to us. It would take us much longer if 
we had to go to the broader GSA list. That list has four companies, 
the GSA list has 63. 

So it was very helpful. The focus is there. The reason we can 
have this bidders conference and get going is because you made it 
easier. 

Mr. Amodei. In the remaining minute of our speed date, how 
would you describe this in terms of your priorities for how you are 
transitioning the Service? And I will tell you the context, to be fair. 
It is like when I look at this thing that says, hey, we get more 
money, we can process 30,000 more collection cases, I am assuming 
that that is an in-house thing, not a private debt collection thing. 

Mr. Koskinen. Exactly. 

Mr. Amodei. So the question comes, how would you describe this 
as one of your priorities in terms of compliance? 

Mr. Koskinen. Like all statutory mandates, it is a high priority. 
The highest priorities we have, we have got to run filing season, 
because that is $3 trillion we collect. The next highest priority is 
to implement statutory mandates. And we do those as quickly as 
we can. 

Again, since I have been here we have accumulated a number of 
statutory mandates; none of them have come with any funding. 
That doesn’t give us an excuse for not doing it. It may slow us 
down in some places. But we have an obligation to do them. We 
have an obligation to make them work, and we have an obligation 
to keep you advised as to what the timeline is and how the pro- 
gram is going. 

Mr. Amodei. Thank you. 

Thank you, Mr. Chairman. Since it is a school night, I yield back. 
I will be dating no further. 

Mr. Crenshaw. You are on a roll. You want to keep going? 
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Mr. Koskinen. And I am not taking that as a sign of rejection 
that he gave up on the relationship here. 

Mr. Amodei. Since I have never had anybody say, “I wish you 
would have talked longer,” I think I will stick with that. 

Mr. Crenshaw. Thank you very much. 

Just real quick, how much money, how much revenue did we col- 
lect last year? 

Mr. Koskinen. We collected a little over $3 trillion. $3.1 trillion. 
I think is the number. 

Mr. Crenshaw. When is the last time we collected $3 trillion? 

Mr. Koskinen. I think we probably collected, the year before, $3 
trillion. Basically it grows incrementally. 

Mr. Crenshaw. So would you say this last year that you col- 
lected more than you had ever collected before? 

Mr. Koskinen. I think our collections from our enforcement ac- 
tivity, with the revenue agents, are starting to go down. But as a 
general matter, the compliance rate continues and our collection 
rate, overall compliance rate, goes steady. 

My concern is, a decline of 1 percent in that compliance rate is 
going to cost us $30 billion a year, so that we have to worry about 
taxpayer service, we have to worry about enforcement. Because the 
number that we collect on our enforcement activity, the $50 billion 
to $60 billion, is real money. But what it is doing is reinforcing vol- 
untary compliance. 

The number I have tried to get everybody to focus on is, what 
is the compliance rate? And if it starts to decline, the numbers you 
are talking about dwarf everything else we have talked about here 
today. 

Mr. Crenshaw. The enforcement collections, do they go up and 
down? 

Mr. Koskinen. We do a lot of enforcement collections by just our 
automatic collection process. We automatically find mistakes in re- 
turns and we communicate with people by paper, as I said. We 
send out 200 million notices a year. So the vast amount of our col- 
lection is done that way, and that stays fairly steady. 

Our problem is, to the extent people write back and disagree, 
then we have an audit. And our limited ability to audit starts to 
run down, and that is where the decline in revenue agents and offi- 
cers, which we are now tracking separately, goes down. 

Somebody asked about revenues. Say the average revenue agent 
generates between $1.5 million and $1.8 million a year. So on the 
incremental basis it is why we say, if we could restore the agents 
and officers, we can guarantee you we would give you more money 
back, by far, than you gave us for that purpose. 

But otherwise the voluntary compliance system has continued 
running appropriately and effectively. My concern is, I just don’t 
want to do anything that jeopardizes that. 

Mr. Crenshaw. I would just encourage you, this is like priorities 
in terms of customer service. I mean, you know where the revenue 
comes from, and I would think those, you would want to make that 
a priority. If you only have so much money, you have to decide 
where you are going to spend it. 

Mr. Koskinen. We do that. 
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Mr. Crenshaw. And I think you are doing that to a certain ex- 
tent. But that really is the bottom line on any kind of agency. 

I am bothered sometimes when I hear you say: Well, if we just 
had a little more money we would have collected more revenue. If 
you listen to GAO, they will tell you: You give us an extra dollar 
and we will save you $69. And I always say: What if we gave you 
a trillion dollars, would you save $69 trillion? And I know you are 
not saying that, but just keep that in mind. 

Mr. Koskinen. I agree. 

Mr. Crenshaw. We collect more revenue with less dollars, but 
make sure we are spending our money in the right places to keep 
that collection going. 

Mr. Koskinen. And the advantage of having this discussion in 
the face of 6 years of decline, until this year, is that we can track 
the number of cases, collection cases we are not pursuing where we 
know there is money owed. So it is not the theoretical. “There is 
an unlimited amount of money out there.” There is not an unlim- 
ited amount of money. The tax gap, actually, you couldn’t collect 
all of that. 

But at this point you can talk to the heads of our Criminal Inves- 
tigators or Wage and Investment, Small Business people, and they 
will tell you, without revenue agents and officers, the rate of exam- 
ination is going down. But more importantly, as we have collection 
cases, we are just going after fewer of them. 

I have talked to over 20,000 IRS employees personally. And when 
you talk to them, their concern is that — the revenue agents par- 
ticularly — is that they know the money is there and they just don’t 
have the time and the people to get it. And as we shrink — and we 
will shrink more this year — there is going to be less of that. 

I am not saying we would have collected a billion billions, but we 
have committed that if you funded the enforcement, we would get 
you $46 billion net over the next 10 years. 

Mr. Crenshaw. I understand that. I would just encourage you to, 
if you know that is there, then you ought to find money in other 
places. That seems to be an important function, and if you do that 
more efficiently you will get the money. 

Mr. Koskinen. Well, yes, but you have to understand, on en- 
forcement, the easiest thing to do we would just take rich people 
and big spenders, because that is where the biggest differentials 
are. The minute we don’t provide audits across the entire income 
spectrum, preparers are very smart and they have large numbers 
of clients, they can see, because they know which clients they are 
hearing from, they will notice. And the minute we are not pro- 
viding oversight, even though it is at a lower rate, in a particular 
area of the economic range, that is where you are going to see the 
next frauds. And the bulk of money is collected from the bulk of 
people in the middle of the bubble. 

Mr. Crenshaw. I just want to encourage you to make that a pri- 
ority. You have a lot of money, you spend it in a lot of different 
places, and I know everything is important, but some are more im- 
portant. 

Mr. Koskinen. I would say we don’t have a lot of money. We 
have a lot of money from the standpoint of any individual. In terms 
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of how the operation of the agency goes, we do not have a lot of 
money. We have $900 million less than we had 6 years ago. 

Mr. Crenshaw. And you are collecting more revenue. 

Mr. Koskinen. Right. Our customer service has not heen good 
and we are losing $5 billion a year on the revenue we know is out 
there. 

Mr. Crenshaw. But it is more than you had 5 years ago. 

Mr. Koskinen. And the $900 million, as always, nobody has ever 
disagreed, costs you about four to five times as much in lost rev- 
enue. 

I think it is appropriate to look at performance, and we are a 
businesslike operation with the accounts receivable of the govern- 
ment. And so to underfund the accounts receivable, when you know 
there are accounts out there you should be collecting, doesn’t seem 
to me to be the most sensible way to run the business. 

Mr. Crenshaw. No, but I guess you could argue, if you collect 
more revenue with less money, then maybe if you had even less 
money you would collect even more revenue. But I think there are 
other factors, we all agree, that go into that. 

Mr. Koskinen. And I guess my bottom line — because I only have 
another one of these years and then I am going to run out of my 
tenure — my bottom line concern is that when we have undercut the 
effectiveness of the Agency, you won’t see it immediately, we won’t 
see a 1 percent decline. 

Mr. Crenshaw. We don’t want to see that happen. I am with you 
100 percent. 

Mr. Koskinen. OK, but we are getting very close to the edge, if 
we are not over it. 

Mr. Crenshaw. OK. Mr. Serrano has a parting comment. 

Mr. Serrano. There is the temptation to say that if we are col- 
lecting more money, then the President Obama economy is strong. 
But I won’t do that. You will tell me it is just that taxes are higher 
and we will get into that back and forth. 

Quick statement, and then you could comment on it if you wish. 
It is not in the form of a question. But I am still not convinced, 
I have never been convinced, about the private debt collectors. I 
don’t like them. It makes me nervous. And I know it can be abused. 
These folks get a bounty. A bounty means that you go hard to 
make sure you collect and how you treat people. 

I am one of those Members of Congress, and there are more than 
we think, it is just that they don’t say it out loud, who has great 
respect for government employees, government workers. I have 
great respect, for instance, for the people who sit behind us. 

If the American people knew the average age of the people who 
run Congress behind the scenes, behind the work that we do, they 
would be very grateful and know that the country — the last time 
I looked the country is still the greatest country on Earth, and 
there are a lot of young people involved in running it on a daily 
basis, at least running the Senate and the House. 

But I worry, and I hope that as time goes on and this begins to 
be developed that you keep us informed on whether or not I was 
wrong or I was right on the fact that there will be abuse, and that 
it is better to have people who are on the payroll now, people who 
have been around a while, collecting that debt, rather than having 
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people who don’t have the government as their sense or center 
point, but rather just collecting the dollars. 

And that is my statement. If it’s a question and you want to com- 
ment on it, it is up to you. 

Mr. Koskinen. It is an important statement. It has been con- 
troversial. We have tried private debt collection a couple times in 
the past, and it hasn’t turned out to be efficient or effective. 

It is not our role to second-guess that decision. And that is why 
I want to make it clear we are committed. It is a statutory man- 
date. We should take this program. We are committed to doing ev- 
erything we can to make it work. We want to protect taxpayers. We 
want to make sure that we don’t build in problems for them, which 
is one of the reasons I can’t just go out and say, “Go collect debt,” 
because I have a lot of things we have to do around it. 

But we really do want to make sure that we do everything we 
can to make it work, because it needs a fair shake. And we are doc- 
umenting with the IG, as well, all of the steps we are taking. We 
have tried to learn from what happened before, and if there were 
issues that we could have improved on the last couple times, I said 
we need to do that. 

Because if it works, that would be fine and we would have a fair 
choice at it. If it doesn’t work, we will have done everything we can 
to make it work, and then everybody will be able to decide, OK, we 
had a fair test of it, we worked hard, and it didn’t work. 

Our goal is to make it work. We recognize the issues around it. 
But the Congress has said you should do this, and our response to 
what the Congress tells us to do is we do everything we can to do 
it as quickly as we can. 

Mr. Crenshaw. Thank you. 

Mr. Amodei, do you have anything further? 

Mr. Amodei. Thank you, Mr. Chairman. I guess I am going to 
be staying out past my curfew today. 

I appreciate the comments of my colleague who is the ranking 
member in that. There are a couple of things going on here where 
you are, although some days I am sure you feel like it, are not held 
to a perfection standard. Government employees make mistakes 
from time to time. 

So to hold this thing, I am not sure that is what is being at- 
tempted, but to hold the concept of this statutory mandate, which 
was signed by the President, so for anybody with a C or above, in 
government it is like, well, that kind of makes it the law of the 
land at the moment. To hold that to a perfection standard, I can 
tell you right now, you are going to be disappointed, because there 
are human beings involved. That is like holding Members of Con- 
gress to a perfection standard, members of executive agencies to a 
perfection standard, and all that. 

But in the context of the testimony that I believe is absolutely 
accurate from the Commissioner, that we have a very large amount 
of money that is due to the government, legitimately, that, quite 
frankly, isn’t collected, to explore this as a possibility, and espe- 
cially with your testimony, Mr. Commissioner, that we want to try 
to give it every fair chance and do it right, so we are going to re- 
port back within the 90 days or whatever, it is like OK. And if it 
fails, then that is fine. 
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But I think sweeping generalizations in terms of it can only be 
done by your employees or it should never be done in another con- 
text are things that, quite frankly, aren’t open. If it falls on its face, 
then that will become evident. I appreciate the fact that you want 
to cover yourself, to say we put all the gas in the tank it could hold 
and it didn’t get there, or if it does get there it is like, OK, this 
is part of it. 

But to take a tool that is in the box and not try to use it and 
leave it in the box, I think is one of the reasons that gets us all 
criticism in government, whether it is the executive branch or the 
legislative branch. 

So I look forward to hearing what you folks have done in 90 days 
with those already-working-for-the-government folks and then how 
the program proceeds. And, hopefully, you will pick folks that don’t 
make as many mistakes as those of us in government do, and that 
will be a rousing success. And if they do make as many mistakes 
as those of us in government, then we will deal with what comes. 

Thank you. I yield back. 

Mr. Serrano. Mr. Chairman, if I may? 

Mr. Crenshaw. Yes. 

Mr. Serrano. Because the gentleman made a very interesting 
point. 

Your comment would be perfect if we had never tried this before. 
We have tried it and it hasn’t worked. The experience has not been 
a good experience. 

And that is my concern, that there are some people heck bent on 
making this part of how government collects money. And the expe- 
rience we have had in the past was not good. We had complaints 
about people being harassed, we had complaints about people going 
to the door really as, I hate to say it, as bounty hunters. 

So I just have a certain respect for people who understand what 
the parameters of their behavior are in government. But I under- 
stand your point, and your point would be extremely well taken if 
we have never tried this before. 

Mr. Crenshaw. Maybe it will work this time. 

But we thank you for being here today, for your time, and are 
really encouraged to hear some of the efforts you are making in 
terms of customer service, in terms of modernization. It is a tough 
job. But we thank you for your service, and we thank you for your 
testimony today. 

This hearing is adjourned. 
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Financial Seniccs and General Government Snbcommittee Hearing 
on the Internal Revenue Service Bndget QFRs 


Chairman Ander Crenshaw 

ABLE Act 

On December 19, 2014, Congress passed the Stephen Beck, Jr., Achieving a Better Life 
Experience (ABLE) Act of 2014, adding section 529A to the Code to enable states to create 
qnalificd ABLE programs for people with disabilities. On Jnne 19, 2015, the IRS published 
proposed regulations implementing the provision. As stated on Treasnry’s Statement of 
Regulation Priorities for 2016, Treasury and the IRS intend to Finalize the regulations 
during the 2016 Fiscal year, taking into account all comments received. 

1. Does the IRS still anticipate publishing linal regulations during Fiscal year 2016? 

IRS response : Yes, final regulations under section 529A enacted by the ABLE Act are 
included in the 2015-2016 published guidance plan and we anticipate publishing the final 
regulations during fiscal year 201 6. 

2. How has the IRS worked with the Social Security Administration on coordination of 
implementation of ABLE programs? 

IRS response : The IRS has coordinated with the Social Security Administration (SSA) 
on the implementation of ABLE 529A accounts since February 2015. Early in the 
planning process, the IRS worked closely with SSA on the development of the codes 
used to identify the designated beneficiary’s category of disability. The category 
information is reported to the IRS by ABLE programs on Form 5498-QA (ABLE 
Account Contribution Information). 

Upon release of the proposed regulations for 529A, the IRS met with both SSA and the 
Centers for Medicare and Medicaid Services (CMS) to discuss the status of the guidance 
each organization was preparing to support ABLE program implementation by the States, 
and to coordinate timelines and information sharing procedures across the three 
organizations. 

The IRS provided copies of written comments submitted by the public on the proposed 
529A regulations to SSA and CMS, and both organizations were invited to attend the 
October 14, 2015. IRS public hearing on the proposed regulations. Immediately 
following the hearing, all three organizations met to discuss the comments received from 
the public and how best to address stakeholder feedback. 

Since October 2015, the IRS. SSA, and CMS have conducted monthly coordination calls. 
These calls support effective communication and coordination across the three 
organizations so that the States have the information and guidance necessary to 
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implement ABLE programs. The coordination calls will continue until all three 
organizations have published the final regulations, rules, and guidance related to ABLE 
529A implementation. 


The IRS “Future State” Plan 

3. Regarding the IRS’s “Future State,” what is the IRSs’ timeline for solieiting input? 

IRS response : We are continuously soliciting input both internally and externally and, 
as we are developing related future .state plans, we will further our efforts to gain 
taxpayer and tax industry perspectives. We also are working with numerous stakeholder 
advisory groups established for the express purpose of getting the taxpayer and tax 
professional perspective. These groups include the Internal Revenue Service Advisory 
Council (IRSAC), the Information Return Program Advisory Council (IRPAC), the Tax 
Executive Institute (TEI), and the Electronic Tax Administration Advi.sory Council 
(ETAAC) . We continue to gain insights through our periodic surveys of taxpayers about 
their service channel interactions, preferences, behaviors, and experiences with us in 
service or enforcement transactions. Additionally, we are continuing briefings with 
Congressional committees with IRS jurisdiction, along with other key stakeholders as the 
Future State vision development progresses. We are actively informing both employees 
and taxpayers about the Future State with continuous updates to our Intranet site and 
external website (www.irs.gov) and welcome feedback. As you may know, the National 
Taxpayer Advocate is hosting public forums on the Future State, which will also afford 
additional insight and reaction to the Future State. 

4. How does the IRS plan to engage and seek input from the American taxpayers and 
tax preparer community? Within the IRS’ “Future State” the IRS plans to reduce 
telephone and face-to-face services. 

IRS response ; Beyond the answer to Question 3 above, please know our objective is to 
provide better, not less, service to all taxpayers, including taxpayers interacting with us 
by phone or face-to-face. Our future state will enable those taxpayers who choose to 
interact with us online to do so, effectively easing the traffic on the phones and walk-in 
offices and thereby allowing us to better .serve the taxpayers that use those channels more 
quickly. Additional funding provided to the IRS this year has also allowed us to improve 
telephone level of service to 72 percent so far this filing season, as of April 23, 2016. 
lRS.gov has been accessed more than 326 million times so far this filing season, which is 
nearly 5 percent more than last year. 

5. When does the IRS plan to reduce telephone and face-to-face services? 

IRS response : The IRS is committed to serving taxpayers on the service channel they 
choose, and does not plan to reduce services. We recognize, however, that many 
taxpayers increasingly want to interact with us online for some transactions, so wc arc 
making as many services as possible available through that medium. Ultimately, once a 
secure online tax account is available, those taxpayers who prefer to conduct their 
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business online may also be able to resolve tax account issues. Other taxpayers who are 
more comfortable interacting by phone or in-person will be able to get through to IRS 
assisters faster as well as those taxpayers who have more complicated issues that require 
a dialoguerather than simply information about how to resolve an issue. 

6, What type of online accounts does the IRS seek to create for taxpayers to be able to 
obtain information and interact with the IRS? 

IRS response : The IRS has partnered with the US Digital Service to develop a state-of- 
the-art authentication solution and beta testing of taxpayer accounts with secure access 
is scheduled to begin in staged releases during fiscal year 2016. This will include the 
ability for taxpayers to view their balance due, make payments, view payments, and 
access tax transcripts. 

Tax accounts will ultimately be available in a secure online manner for each type of 
taxpayer — individual, business, tax exempt, etc. — for the authenticated taxpayer as well 
as those individuals whom the taxpayer has authorized access, such as a tax professional 
or a family member with a power of attorney. The development of such taxpayer 
accounts will be done in a measured, and iterative manner, taking into account the 
complexities of different types of taxpayers. Many of today’s online offerings, such as 
Where's My Refund, as well as others being developed, could be addressed through an 
online account. We are also launching a test of secure electronic document transfer 
between IRS employees and taxpayers, which could substantially reduce the time now 
taken in mailing documents back-and-forth. 

7. How much has the IRS spent to create these online accounts? 

IRS response : As described in question 6 above, the envisioned online account will be 
developed and deployed in a measured, iterative manner over multiple years and the cost 
is determined in a similar iterative manner. From the end of FY2014 through the first 
quarter of FY20I6, the IRS IT organization has spent approximately $17 million 
establishing contracts to support the Online Account effort. I'he funding includes 
development and testing for the online account features, enhancement of e-authentication 
capabilities to support Online Account and other future Web Applications, and the Web 
Applications Program Management Office to oversee development and testing of the 
currently planned Online Account features and future Web Applications’ capabilities. 
Additionally, we have used approximately $3 million in labor for all IRS team members 
supporting Online Account. The FY 2017 President’s Budget requests a funding increase 
of $5. 1 million and 9 FTE to support Online Account development , which is in addition 
to base resources (plus inflation) currently dedicated to this critical effort. 

IRS Security Summit 

Each year many taxpayers file their taxes to find that someone else has already used their 
stolen identity to fraudulently claim a refund. The IRS recently held a Security Summit to 
address fraudulent refunds and how to address this problem. 
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8. Are there plans to hold another Summit? Who will participate? 

IRS resnonse :The work begun at the Security Summit last spring is ongoing and the 
Summit partners will meet again after the filing season to review 2016 activities and 
work on plans for 20 1 7. 1'he Summit partners include representatives from the tax 
software industry, electronic refund payment processors, state tax administrators, 
financial services and tax professionals, and other industry leaders. 

In the FY16 Omnibus, the Committee asked Treasury’s Office of Tax Policy (OTP) and the 
IRS Office of Research, Analysis and Statistics to conduct a data-driven analysis to 
improve EITC compliance in collaboration with the tax preparation community and 
submit a report to the House and Senate Appropriations Committees, not later than June 
2016. 


9. Have OTP and IRS started preparing the report? Has an organizational meeting 
occurred? If so, does the Department expect to meet the June deadline? 

IRS response iThe IRS Office of Research, Analysis & Statistics and Treasury’s Office 
ot Tax Policy (OTP) have met and are collaborating on the report. At this time, we have 
not identified any barriers to providing a report on our efforts to conduct such analysis by 
the June deadline. 

Electronic Filing Identification Authentication 

10. What is the IRS’ concerns surrounding increased Electronic Eiling Identification 
Number (EFIN) fraud? 

IRS response iAn EFIN allows a preparer to become an authorized IRS e-file provider. 
Preparers must submit an application and undergo a screening process. EFlNs allow for 
the successful transmission of millions of electronically filed tax returns. The IRS 
validates a person before assigning an EFIN through a suitability process, which includes 
checking professional credentials, reviewing fingerprint cards, and checking tax account 
indicators related to identity theft. The IRS monitors closely for signs that an EFIN has 
been shared, stolen, or sold, and deactivates EFINs as necessary. 

11. How does the IRS plan to keep up with criminals and cyber criminals who steal tax 
preparers’ electronic filing indemnification number? 

IRS response : Since 2012, the IRS has been using a system to detect when EFINs are 
used by individuals not associated with the owner of the EFIN. When fraud is discovered, 
the compromised EFIN is deactivated and a new EFIN is generated to the true owner. 

12. Will the IRS be automating this process? 
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IRS response : The suitability, assignment, and detection processes all take advantage of 
automated tools. 

13. How does the IRS verify and authenticate an EFIN upon receiving a return? 

IRS respon.se : When the IRS receives a return filed electronically, the system matches 
the EFIN against the IRS's record of valid EFINs. A return submitted using an invalid 
EFIN is immediately rejected and the return is not processed. 

14. What has the Commission done to ensure that bad actors don’t steal professionals 
EFIN? 


IRS response iThe IRS communicates the importance of safeguarding an EFIN through 
meetings with software developers and transmitters, e-mail alerts, monthly industry 
discussions, and news releases. The IRS also uses its publications and IRS.gov to discuss 
identity theft and the importance of safeguarding an EFIN. Continued and expanded 
collaboration with industry through the Security Summit is helping the IRS to develop 
new tools and procedures to safeguard EFINs and combat identity theft. 

Refund Fraud Information Sharing and Assessment Center 

The IRS’ Security Summit report plans to look at establishing an Information Sharing and 
Assessment Center to help break down government barriers that unintentionally get in the 
way of stopping tax refund fraud and taking a more proactive approach to refund fraud. 

15. Is the IRS currently developing this center and when can we expect to sec some 
results? 

IRS response : Consistent with Executive Order 13961. Promoting Private Sector 
Cybersecurity Information Sharing, the IRS is assessing the feasibility for development 
and implementation of an Information Sharing & Analysis Center (ISAC). The ISAC will 
be designed to centralize, standardize, and enhance data compilation and analysis in order 
to facilitate the sharing of actionable data and information within the legal parameters of 
Internal Revenue Code section 6103. The IRS is currently working with a Federally 
Funded Research and Development Center to study current processes, develop attributes, 
and recommend a best proce.ss for establishing a permanent ISAC as early a.s filing 
season 2017. 

16. What resources have the IRS committed to this center? 

IRS response iThe creation of this Center is being funded in FY 2016 using $1.7 million 
of the $290 million provided by the Congress this fiscal year. We thank the Congress for 
funding this critical capability that will continue to reap benefits in our fight against 
identity theft and fraud well into the future. In addition to the robust, enterprise-wide 
identity theft prevention and anti-fraud program currently in existence, the IRS is using 
the additional funds to operate pilots, assess the existing fraud evaluation and information 
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sharing processes, and to develop an all-inclusive ISAC for purposes of timely sharing 
information and data related to cyber-threat assessments and identity theft refund fraud. 


IRS Determination Letter Program 

The IRS plays a key role in the continuation of defined benefit plans, not just through its 
rulemaking process, but through its regular issuance of determination letters that provide 
certainty as to the qualified status of the plan. 

IRS Announcement 2015-19 states effective January I, 2017, with some exceptions, it will 
no longer provide determination letters to plan sponsors, instead assuming that plans will 
use one size Tits all, prototype plans. 

17. If the IRS eliminates the determination letter program for all plans, how will the 
IRS provide pension plans that have the most significant need for the assurance that 
determination letters previously provided? Please explain why this would or would not be 
viable. 

IRS response : As set forth in Announcement 2015-19, the IRS will continue to offer 
determination letters to new retirement plans, .so that employers adopting new plans may 
be assured that the plans are compliant, as well as to terminating retirement plans. At 
other times, such as when a plan is amended, determination letters may be available, 
under specified limited circumstances identified by the IRS and Treasury, taking into 
account IRS resources, current inventory of work, and public comments, especially when 
amendments concern new products or provisions as a result of any new developments. In 
addition. Notice 2016-03 provided that as of January 4, 2016. determination letters for 
individually designed plans will no longer have expiration dates and that expiration dates 
in letters issued earlier will no longer be effective so that plan sponsors may rely on those 
letters for specific plan terms until those plan terms or any related statutory requirements 
change. Announcement 2015-19 also requested comments on all the various issues 
raised by the modifications to the IRS determination letter program, and stakeholders 
have submitted many thoughtful comments that the IRS continues to consider. Initial 
efforts to facilitate compliance have also included an expansion of the preapproved 
retirement plan programs to include more types of retirement plans. Using these plans, 
employers have access to a variety of plans to fit their needs and may obtain the 
assurance of a determination letter. In addition, the IRS continues to explore how the 
Employee Plans Compliance Resolution System (EPCRS), a highly successful program 
permitting retirement plan sponsors to correct noncompliant plans in the least 
burdensome manner while still protecting participant interests, may best be adapted to 
reflect the changes in the determination letter program. 

18. How has the IRS considered ways to make it easier for plan sponsors to comply with 
the qualified plan document requirements? 
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IRS response : The IRS is exploring many avenues to make it easier for plan sponsors to 
comply with the qualified plan document requirements. As expressed in question 1 7 
above, one avenue is to increase the breadth of the preapproved plan programs. In this 
vein, the IRS recently published guidance intended to facilitate sponsors moving from 
individually-designed plans to preapproved plans, and will continue to look for other 
ways to lower the obstacles for such changes. The IRS is also engaging stakeholders in 
discussions and otherwise considering how to most effectively address statutory and 
other changes that result in required plan amendments, such as reexamining the remedial 
amendment period during which plans may operate in eompliance while waiting to make 
written plan amendments, expanding and clarifying the use of incorporation by reference 
to minimize the need for certain amendments, and expanding the publication of model 
plan amendments and other related guidance. 

Addressing Fraud and Filing Errors in Refundable Credit Programs 

In the FYI6 Omnibus, Congress asked Treasury to review tax forms and instruetions as 
well as paid preparer due diligence requirements in an effort to reduce intentional fraud 
and unintentional Filing errors in refundable credit programs. 

19. What has the IRS done with respect to the requirement to address fraud and Filing 
errors in refundable credit programs? 

IRS response : The IRS prevents $3 billion in questionable Earned Income Tax Credit 
(EilTC) claims from being paid each year through its identity-theft and fraud prevention 
enforcement programs, in addition, the IRS protects between $3 and $4 billion in total 
revenue each year through additional EITC-relatcd taxpayer compliance activities. The 
IRS also addresses paid preparer error through its EITC return preparer strategy that 
protects $465 million in EITC and Child Tax Credit claims. This year the IRS has 
expanded its compliance efforts around the Child Tax Credit and the American 
Opportunity Tax Credit, conducting additional examinations and mailing additional 
letters to encourage .self-correction. 

The IRS plans to hold an EITC Summit with EITC partners to obtain new ideas and 
cooperative efforts moving forward. We plan to kick off the summit in May. Towards the 
end of this summer, we plan on issuing a report containing the findings and sugge.stions 
on how to improve participation and compliance. However, without additional 
authorities granted to us by Congress, our ability to reduce payment errors in benefit 
programs administered through the lax sy.stem remains extremely challenging. The IRS 
continues to work with the Department of the Treasury, which supports other legislative 
changes beyond those recently provided in the Consolidated Appropriations Act of 2016 
that will help us improve compliance and reduce overclaims related to refundable credits. 
For example, IRS currently identifies more suspicious EITC claims than we have audit 
resources to address. We believe that if Congress were to provide the IRS with authority 
to correct more errors during processing (correctable error authority), we would be able 
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to adjust additional improper EiTC claims without the need to conduct a full audit of the 
taxpayer’s return. Also, enactment of proposals to require minimum education standards 
for paid tax preparers, would provide taxpayers with improved preparer choices and the 
IRS with more accurate EITC returns. Finally, approval of the increased IRS funding in 
the President's FY 2017 Budget proposal would allow us to expand our enforcement 
efforts to address improper EITC payments and fraud. 

20. Can the concept of ^'^preparer due diligence” be easily applied to individual 
taxpayers who complete their own returns? 

IRS response : The concept of '"preparer due diligence” is not easily applied to 
individual taxpayers who prepare their own returns. Taxpayers must already attest, under 
penalties of perjury, that the information on their return is correct and complete. In 
contrast, preparers, who have no knowledge of their own about the taxpayer, are required 
to be diligent in preparing returns that are consistent with information obtained from the 
taxpayer. Due diligence requirements apply to preparers to show that they interacted 
appropriately with the taxpayer and did not ignore the implications of information 
furnished to or known by the preparer. 

21. Would requiring forms or procedures to be identical across methods of tax 
preparation increase filing burden unnecessarily? Would it make it more difficult to 
customize questions and information to specific groups and to react quickly to new 
compliance threats? 

IRS response : When possible, changes to forms and procedures should be tested and 
based on evidence that they will improve compliance or reduce burden. Requiring forms 
or procedures to be identical across methods may increase filing burden unnecessarily, 
and such a requirement would reduce our ability to react quickly to new compliance 
threats by customizing questions and information to specific groups. Also, the purpose of 
the specific questions that arc required of paid preparers is to help preparers understand 
what the due diligence requirements are and to provide a uniform tool for determining 
that the requirements have been met. The IRS is currently reviewing the existing EITC 
preparer due diligence checkli.st and, in accordanec with recent legislation concerning 
procedures to reduce improper payments, will be reporting its findings later this year. We 
are also testing questions for Schedule EIC, with a goal of increasing compliance without 
reducing participation or greatly increasing taxpayer or preparer burden. 
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Tuesday, February 23 , 2016. 

OFFICE OF MANAGEMENT AND BUDGET 
WITNESS 

HON. SHAUN DONOVAN, DIRECTOR, OFFICE OF MANAGEMENT AND 

BUDGET 

Mr. Crenshaw. Well, good afternoon, everybody. 

This hearing will come to order. 

Today, we will hear from the 0MB Director, Shaun Donovan, 
who has the dubious distinction of submitting for the first time in 
our Nation’s history a $4 trillion budget. 

This record level of spending corresponds with a record level of 
revenue; however, it still isn’t enough to balance the budget. So an- 
other $600 billion is added to the Federal debt, which, in gross 
terms, now exceeds $20 trillion for the first time. It took 233 years 
to incur the first $10 trillion in debt, and it took only 8 short years 
to incur the next $10 trillion in debt. 

Now, the only way to retire the Federal debt is for spending as 
a percentage of GDP to be lower than its historical average and for 
revenue as a percentage of GDP to be higher than its historical 
revenue. The budget before us, however, projects that both spend- 
ing and revenue as a percentage of GDP will remain above their 
historical average through 2026. In other words, this budget is a 
permanent source of debt. 

As a percentage of GDP, gross debt hovers around 105 percent. 
Now, that is a level that has not been seen or tolerated since the 
end of World War II. And I think we would all be a little afraid 
if the country became acclimated to this level of debt. 

So make no mistake, it is an economic burden that threatens the 
living standards of future generations. As such, I am disappointed 
that the administration’s final budget request to Congress did not 
propose any substantive entitlement reforms to prevent any further 
intergenerational inequity, let alone not one substantial entitle- 
ment reform in the last 8 years. Back in 2000, there was talk about 
retiring the Federal debt by 2013, and now the Federal debt has 
eclipsed our GDP. 

Now, the Office of Management and Budget has the great re- 
sponsibility of constructing a budget that reflects the President’s vi- 
sion for our country. And because of this responsibility, I believe 
0MB has an even greater responsibility to be judicious and delib- 
erate with its own budget request. And so, today, I hope not only 
to have an informative discussion about OMB’s appropriations re- 
quest but also to dive into some of the important policies and as- 
sumptions included in the President’s overall request. 

For fiscal year 2017, 0MB is requesting a 6-percent increase over 
last year’s level. That is just a little bit under $101 million. In ad- 
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dition, the budget requests a significant increase for OMB’s IT ac- 
count, at 17 percent over last year. 

Now, I appreciate the strides the administration has made to im- 
prove the use of IT resources all across the government to increase 
efficiency, to reduce waste, and identify savings. However, at a 
time where our Nation is incurring significant debt for generations 
to come, I think 0MB should be exercising even greater fiscal re- 
straint. 

And may I remind the Director that when the President first 
took office in 2008 0MB received $78 million. Therefore, I believe 
your agency, again, has a greater duty to lead by example and to 
live within the means of your own budget. 

I would also like to discuss the role 0MB has in strengthening 
Federal cybersecurity and the steps the Federal Government is tak- 
ing to prevent the kind of IT failure we saw with the breaches of 
OPM’s background security and personnel database. More and 
more, we are seeing threats to our national security via cyber at- 
tacks on our networks and operating systems. OMB’s role in guid- 
ing and coordinating cyber policy is very, very important. 

Today, I hope we can talk about the Department of Labor’s pro- 
posed fiduciary standard rule. As you know, last month, the De- 
partment of Labor submitted its rule to redefine fiduciary stand- 
ards to 0MB for its mandatory review. I will have some questions 
about this because 0MB has the critical task of reviewing all the 
Federal regulations to ensure all proposed regulations keep pace 
with modern technology, promote the changing needs of society, 
and avoid duplicative and inconsistent policies. 

I believe the Department of Labor’s rule will significantly harm 
low- and middle-income investors seeking financial advice regard- 
ing their retirement and will cause unintended consequences to 
many Americans’ IRA accounts by limiting their access to invest- 
ment advice provided to many small account holders. At a time 
when many Americans lack adequate retirement savings, we 
should be empowering families to save more for retirement by pre- 
serving access to all forms of affordable investment advice. 

And, finally, I want to talk some today about the administra- 
tion’s inadequate proposal to fund the Army Corps of Engineers. I 
am very disappointed the administration chose to ignore the impor- 
tance of our Nation’s ports and waterways. As we move toward 
larger post-Panamax ships, ensuring that ports are dredged deep 
enough to handle these larger ships is essential to secure America’s 
place in a global competitive market. 

For instance, in Jacksonville, Florida, my home district, 
JAXPORT, our local port, is a major economic driver in the commu- 
nity. JAXPORT supports more than 132,000 jobs and has an eco- 
nomic impact of about $27 billion in the northeast Florida region. 
And, unfortunately, the President’s budget not only cut the Army 
Corps of Engineers’ funding by 22 percent, but it doesn’t fund a 
single new deep draft navigation project. 

In order to modernize our Federal navigation channels, we need 
a budget that reflects the needs of our Nation’s ports. And so I am 
hoping to hear from you. Director, today on why the administration 
woefully underfunded the Army Corps of Engineers and about the 
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decision to fund only one new start project in the 2017 budget re- 
quest. 

But, again, I want to thank you. Director Donovan, for taking the 
time to be with us today, and I look forward to your testimony. 

And now I would like to turn to the ranking member, Mr. 
Serrano, for any opening remarks he might have. 

Mr. Serrano. Thank you, Mr. Chairman. 

I want you to know that you just cost me a dollar. I bet someone 
that you would say something positive about the budget, and I 
didn’t hear it. Maybe I skipped it. 

Mr. Crenshaw. Yeah, I said something nice about the IT stuff. 

Mr. Serrano. Yes, you did. Yes, you did. 

Thank you. Chairman Crenshaw. I would like to join you in wel- 
coming Shaun Donovan, Director of the Office of Management and 
Budget, to this hearing. 

Today’s hearing serves a dual purpose: We will of course discuss 
OMB’s specific budget request for this year and delve into the new 
initiatives that will help coordinate government-wide responses to 
pressing issues. But we will also delve into the budget request as 
a whole and how 0MB has helped to put together a coherent and 
cohesive product that reflects our Nation’s values and addresses its 
needs. 

That secondary role is especially important for this year’s con- 
text, because this year our majority colleagues on the Budget Com- 
mittee have taken the unprecedented step of refusing to invite Di- 
rector Donovan to testify on the administration’s budget. I think 
that decision is unwise at best. 

With that in mind, I want to commend Chairman Crenshaw for 
his decision to hold a hearing today. I think it speaks well of the 
Appropriations Committee’s more bipartisan nature. Although we 
may have differences of opinion about what our policy priorities 
should be, I am glad to know that the chairman believes that we 
should hear all sides of the debate. 

And I am very serious and sincere about that, Mr. Chairman. 

And I think it is especially necessary to hear what Director 
Donovan has to say about the fiscal year 2017 budget. 

So I believe that the President’s request, prepared with your 
counsel, creates a strategic plan that strengthens our economy and 
invests in working families by improving access to early and higher 
education as well as affordable health care, investing in our infra- 
structure, and partnering with local communities and businesses to 
create good-paying jobs and affordable housing. I commend 0MB 
for your role in these efforts. 

There is also much to discuss in OMB’s request, as well, which 
totals $100.7 million in fiscal year 2017. This includes a relatively 
small increase of $5.7 million to help ensure you have the per- 
sonnel and the tools necessary to meet these numerous responsibil- 
ities. 

It is important to note that, out of the requested increase, $2.4 
million are for unavoidable costs, such as salary increases, higher 
rental costs, and IT contractor support. The other $3.3 million 
would help 0MB restore a portion of previous staff cuts at a time 
when 0MB has taken on numerous new responsibilities mandated 
by Congress. OMB’s current staffing levels are 7 percent below 
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2010 levels and would still be 5 percent below 2010 levels even if 
0MB receives its full 2017 funding request. We need to make sure 
that 0MB has the resources necessary to do its job. 

I am also interested in hearing about the implementation of the 
Cybersecurity National Action Plan and OMB’s role in developing 
and coordinating Federal IT cybersecurity strategy and policy. I 
hope we will have a chance to discuss all these issues in further 
detail today. 

Thank you for your service and for appearing before this sub- 
committee. I look forward to hearing about your priorities for 2017. 

And I thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. 

I would like now to yield to Mr. Rogers, who is the chairman of 
the full committee, for any opening statement he might like to 
make. 

Chairman Rogers. Thank you, Mr. Chairman. 

Director Donovan, we are pleased to have you with us to discuss 
the President’s fiscal year 2017 request for 0MB as well as some 
recurring themes in the overall request. 

This marks the eighth and final budget request under the 
Obama administration, which you have been a part of from the 
very beginning. While we may not agree on everything, I have en- 
joyed working with you over the years and appreciate your service 
to the country. 

For fiscal year 2017, as has been said, you have requested $100.7 
million, which is about $5.7 million over fiscal year 2016. These ad- 
ditional funds are proposed to hire more staff, raise pay and bene- 
fits, and for increases in rental and IT costs. 

As you know, we are in very tight fiscal times, so any request 
for additional dollars is met with extra scrutiny in this committee. 
That is our job. 

Your relatively small agency plays a critical role in overseeing 
the administration of the entire executive branch, and it is impor- 
tant that this committee assess the strength of the President’s 
budget request as a whole. 

As you are aware, in December, Congress and the President 
came to an agreement that set budget caps for fiscal year 2016 and 
2017. So I am disappointed, not surprised, that this year’s budget 
request seeks at every turn to circumvent the terms and the spirit 
of that agreement. 

Year after year, this committee has rejected the administration’s 
attempts to evade statutory discretionary spending caps by pro- 
posing new and unrealistic programs on the mandatory side of the 
ledger. And yet, here again, this budget, which you helped draft, 
shifts tens of billions of dollars from discretionary funding over to 
mandatory. 

If we were to blindly follow the President down this path, by 
2020 our country would spend more money on interest payments 
on the national debt than we would on protecting and defending 
our Nation. Instead of proposing real solutions to help get our Na- 
tion’s fiscal house in order, the President has chosen only to exacer- 
bate the problem. 
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And while I have sadly come to expect the budget request to be 
a political document, this year I am especially disappointed in two 
proposals in particular. 

First, despite bipartisan efforts in the past several years to in- 
crease funding for medical research, this budget opts instead to po- 
liticize the issue, proposing the $1 billion Cancer MoonShot 
through mandatory spending, outside the terms of the balanced 
budget agreement and outside the scope of this committee’s juris- 
diction. 

The same goes for the proposal related to our Nation’s deadly 
opioid epidemic. Our country loses over 100 lives a day to heroin 
and prescription drug overdoses. That is over 100 families every 
day that lose a son, a daughter, a father due to this tragic scourge. 

And don’t mishear me. I have enjoyed working in a bipartisan 
fashion with the administration, with a number of dedicated indi- 
viduals to curb the tide of abuse, to help save those lives and those 
families. I believe we have made some real progress, and I do not 
question their commitment. 

However, when we receive a $1 billion proposal in mandatory 
funding to address this pressing problem, I do have to question the 
sincerity and seriousness of the request. It is unquestionable that 
funding for NIH and for treatment and law enforcement to fight 
against drug abuse are important, admirable goals that we all 
share on a bipartisan basis. But here we have to make tough 
choices and prioritize, and this budget request is completely devoid 
of that leadership. Again, I am not surprised, but I am truly dis- 
appointed. 

And let’s move on now to the global Zika virus emergency. The 
committee has received the President’s supplemental appropria- 
tions request for Zika. We are reviewing it carefully. But I am dis- 
appointed you didn’t take our committee’s recommendation to use 
unobligated Ebola and other disease funds for the immediate re- 
sponse to Zika, which we offered to backfill as needed in the fiscal 
year 2017 bills. 

I think you will eventually regret that decision. The supple- 
mental you have requested will take time, will probably get mired 
in controversy, and will likely attract many requests for additional 
emergency funding. 

We gave you a quick and easy path. You have chosen a much 
more difficult one that will only slow the response to Zika. And I 
am sorry you didn’t take our advice and our permission to use 
those funds for Ebola and the other diseases for this immediate 
pending problem with Zika. 

I look forward to discussing these issues with you further during 
the question-and-answer part of the hearing, and I want to thank 
you for being here and for your work. 

I yield back. 

Mr. Crenshaw. Thank you. 

And now. Director Donovan, we will turn to you for your testi- 
mony. If you could keep it in the 5-minute range, that will allow 
more time for questions. And your full statement will be made part 
of the record. So the floor is yours. 

Mr. Donovan. Thank you. 

Chairman Rogers, thank you for joining us today. 
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Chairman Crenshaw, Ranking Member Serrano, and all the 
members of the subcommittee, thank you for the opportunity to 
present the President’s 2017 budget request for the Office of Man- 
agement and Budget. 

I want to first thank this subcommittee and the full committee 
for its work on the 2016 omnibus and the Bipartisan Budget Act 
of 2015. Together, we came together to avoid harmful sequestration 
cuts and enacted a spending bill that provided critical funding for 
both our defense and nondefense priorities. 

The President’s 2017 budget builds off the achievements we se- 
cured for 2016 and adheres to the funding levels authorized in the 
BBA. And we look forward to working with Congress to continue 
the progress we have made in moving the appropriations process 
back to regular order. 

I also want to thank you for your support of 0MB. Over the last 
3 years, you have provided 0MB with resources to halt the fur- 
loughs and staffing losses that threatened our ability to maintain 
the high standard of quality that we hold ourselves to and that 
Congress rightly expects from 0MB. Restoring capacity allows us 
to deliver more value for taxpayers through improved program 
management, smarter regulations, and more identified opportuni- 
ties for savings. 

Under the President’s leadership, we have turned around our 
economy and created 14 million jobs; the unemployment rate has 
fallen below 5 percent for the first time in almost 8 years; nearly 
18 million people have gained health coverage as the ACA has 
taken effect; and we have dramatically cut our deficit by almost 
three-quarters. 

The President’s 2017 budget will help continue this economic and 
fiscal progress. It shows that investments in growth and oppor- 
tunity are compatible with putting the Nation’s finances on a 
strong and sustainable path. And it lifts sequestration in future 
years so that we continue to invest in our economic future and our 
national security and replaces the savings by closing tax loopholes, 
reforming tax expenditures, and with smart spending reforms. 

The budget shows that the President and our administration re- 
main focused on meeting our greatest challenges not only for the 
year ahead but for decades to come, making critical investments 
that will accelerate the pace of innovation, give everyone a fair shot 
at opportunity and economic security, and advance our national se- 
curity and global leadership. 

The President’s request for 0MB is $100.7 million, which will be 
used to support the staff we brought on board in 2015 to address 
our historically low staffing levels, as well as enable us to hire an 
additional 10 full-time equivalents. Our 2017 request supports the 
staffing levels we need to more effectively oversee program man- 
agement and funding, including identifying opportunities for budg- 
etary savings across more than 100 agencies and departments 
throughout the Federal Government. 

OMB’s request will also enable us to continue to play a central 
role in executing the President’s management agenda. The addi- 
tional resources will let 0MB ramp up promising efforts and build 
on progress in a number of key areas. But I would like to specifi- 
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cally highlight our investments in supporting smarter IT delivery 
and stronger cybersecurity across government. 

0MB is requesting $35 million for Information Technology Over- 
sight and Reform, or ITOR, to support the use of data, analytics, 
and digital services to improve the effectiveness and security of 
government services. 

The requested resources will help scale up particularly promising 
efforts like the U.S. Digital Service, which has already saved agen- 
cies millions of dollars and assisted with many of our toughest dig- 
ital challenges. The 2017 request expands the central USDS team 
at 0MB to work on additional projects and supports standing up 
Digital Service teams at 25 agencies across the government. 

The ITOR fund also supports OMB’s work on enhancing Federal 
cybersecurity. Strengthening the cybersecurity of Federal networks, 
systems, and data is one of the most important challenges we face 
as a Nation. To address these challenges, the President created a 
Cybersecurity National Action Plan that takes near-term actions 
and puts in place a long-term strategy to enhance cybersecurity 
awareness and protections. 0MB will use ITOR resources to work 
with Federal agencies to implement these actions and to support 
timely and effective responses to cyber incidents. 

Our efforts to help deliver a smarter, more innovative, and more 
accountable government extend to our regulatory responsibilities as 
well. The administration is committed to an approach to regulation 
that promises economic growth, competitiveness, and innovation, 
while protecting the health, welfare, and safety of Americans. 

We continue to make significant progress on the retrospective re- 
view of existing regulations, eliminating and streamlining regula- 
tions to reduce burden and cost. Since 2010, agency retrospective 
reviews have detailed hundreds of initiatives that will reduce costs, 
saving more than $22 billion in the near term. 

The responsibilities I have described here are in addition to our 
work with agencies to prepare and execute the Federal budget. And 
while some people think only about OMB’s efforts on behalf of the 
President’s budget, members of this subcommittee know that 0MB 
works with Congress every day to provide information and analysis 
and to respond to contingencies and unforeseen circumstances. 

I want to close by thanking you again for the opportunity to tes- 
tify today. It is a particular honor for me to serve at 0MB, given 
the critical role it plays and the talented individuals who work 
there. 

Supporting 0MB and the work we do to make government per- 
form better for the American public will continue to be a smart and 
necessary investment, and I look forward to continuing to work 
closely with this subcommittee to that end. 

Thank you. I look forward to your questions. 

[The information follows:] 
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TESTIMONY OF 
SHAUN L DONOVAN 

DIRECTOR, OFFICE OF MANAGEMENT AND BUDGET 
BEFORE THE 

APPROPRIATIONS SUBCOMMITTEE ON 
FINANCIAL SERVICES AND GENERAL GOVERNMENT 
U.S. HOUSE OF REPRESENTATIVES 

February 23, 2016 

Mr. Chairman, Ranking Member Serrano, Members of the Subcommittee, thank you for welcoming me 
here today and for giving me the opportunity to present the President's Fiscal Year |FY) 2017 Budget 
request for the Office of Management and Budget (OMB). 

Before discussing the President's request for OMB, I want to thank this Subcommittee for its work on 
the Consolidated Appropriations Act of 2016 and the Bipartisan Budget Act of 2015 (BBA). Together, we 
enacted a spending bill that will help grow the economy and benefit the middle class, and moved the 
appropriations process back towards regular order and away from manufactured crises. We look 
forward to working together to continue this regular order for FY 2017. 

I am particularly grateful for this Subcommittee's support of OMB, which has allowed us to partially 
reverse the staffing losses that had threatened the agency's ability to maintain the high standard of 
quality that the Congress rightfully expects from OMB. Since early 2014, when staffing levels reached an 
all-time low, OMB has made a concerted effort to attract more of the high-performing civil servants that 
allow us to deliver more value for taxpayers through improved program management, high-quality 
analysis, and by identifying more opportunities for efficiencies and budgetary savings. 

These additional resources and staffing at OMB have helped facilitate our work on the BBA, FY 2016 
appropriations, and the submission of the President's FV2017 Budget, which adheres to the funding 
levels authorized in the BBA and builds on the investments made in the Consolidated Appropriations Act 
of 2016. Formulating a Budget that Is in line with bipartisan legislation is an important step in moving 
the Budget process back towards regular order. 

The investments made possible by the BBA will help expand the economic progress we have achieved 
over the last seven years. The two-year period ending January 2016 marked the strongest two years of 
job growth since 2000. Businesses have added more than 14 million jobs over 71 straight months of 
private-sector jobs growth, the longest streak on record. The unemployment rate has fallen to 4.9 
percent-dropping 1.7 percentage points since the end of 2013, one of the sharpest declines over the 
last 30 years. 

The 2017 Budget continues this progress. It shows that investments in growth and opportunity are 
compatible with putting the Nation's finances on a strong and sustainable path. We are proud that the 
President's Budget meets the key tests of fiscal sustainability— reducing deficits to below three percent 
of GDP in the budget window, stabilizing debt as a share of the economy, and putting debt on a 
declining path through 2025— while making Investments in innovation, opportunity, and national 
security. 
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The FY 2017 Office of Management and Budget Request 

As you know, 0MB plays a pivotal part in executing the President's budget, management, regulatory, 
and legislative agenda and ensuring that the Federal government works at its best on behalf of those it 
serves. 0MB works with and across agencies to improve management and create a government that is 
more effective, efficient, and supports continued economic growth. In coordinating the review of 
Federal regulations, 0MB focuses on protecting our health, safety and environment while promoting 
economic growth, job creation, and innovation. Through its role in helping develop, manage, and 
oversee agency budgets and its support of the appropriations process, 0MB helps execute on the 
Administration's fiscal goals and key priorities. And we work to be a trusted and respected source of 
information for our counterparts in the Administration and for Congress, as well as for the public, as 
evidenced by the high-quality analysis conducted by OMB's excellent staff. 

The President's FY 2017 Budget request for 0MB is $100.7 million and 500 FTE. This funding level is 
necessary to support the staff we brought on board in 2015 to address our historically low staffing 
levels, as well as to enable us to hire an additional 10 full-time equivalents (FTE) as we continue to 
recover from those low staffing levels. Despite our recent gains in hiring, OMB's current staffing levels 
remain roughly 7 percent below where they were in 2010, while our responsibilities are growing, 
including new activities related to: 

• Improving the Federal permitting and environmental review process for major infrastructure 
projects as envisioned in the bipartisan Fixing America's Surface Transportation (FAST) Act; 

• Meeting new financial reporting requirements associated with the Digital Accountability and 
Transparency Act (DATA Act); 

• Scoring legislation for PAYGO and publishing the PAYGO scorecard; 

• Calculating sequestrable amounts for mandatory programs and issuing discretionary 
sequestration reports under the Budget Control Act; 

• Coordinating the development and quarterly 0MB reviews of Cross-Agency Priority Goals as well 
as establishing and maintaining a central Performance.gov site; 

• Working with the Department of Defense and other agencies to modernize personnel security; 

• Implementing the Federal Information Technology Acquisition Reform Act (FITARA); 

• Implementing the remaining provisions of the recently enacted FAST Act; and 

• Overseeing and coordinating intellectual property enforcement. 

To fulfill our mission and perform the highest quality work, 0MB made a concerted effort in 2015 to 
bring staffing levels back up to the pre-sequester level, resulting in a net increase of 57 staff. OMB's 
success is ultimately dependent on our ability to attract and support high-quality, dedicated people. 
Restoring our staffing levels is a necessary precondition for successfully carrying out our mission and 
conducting the activities that Congress has charged us with. Unfortunately, our 2016 appropriation was 
not sufficient to support these essential staffing increases, so we will have to make use of one-time 
savings to cover personnel costs. Our 2017 request includes the amount needed to support our 2016 
staffing levels, plus 10 additional staff that will allow 0MB to more effectively oversee program 
management and funding, including identifying opportunities for budgetary savings across more than 
100 agencies and departments throughout the Federal government. 

With our request, 0MB would still be 5 percent below its 2010 FTE level. 
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In addition, $32.5 million and 112 FTEs are requested for the Information Technology Oversight and 
Reform Fund, which is further described below. 

Creating a 2V^ Century Government 

The President is committed to driving lasting change in how Government works— change that makes a 
significant, tangible, and positive difference in the economy and the lives of the American people. The 
President's Management Agenda focuses on four pillars: effectiveness— delivering world-class customer 
service to citizens and businesses; efficiency— enhancing productivity and achieving cost savings across 
the Government; economic growth— opening Government-funded data and research to the public to 
spur innovation, entrepreneurship, economic growth, and job opportunities; and people and culture- 
unlocking the full potential of today's Federal workforce and building the workforce needed for 
tomorrow. 

The Administration is executing the President's Management Agenda through Cross-Agency Priority 
(CAP) Goals, which were introduced by this Administration to improve coordination across multiple 
agencies to help drive performance on key priorities and issues. Performance for each CAP goal is 
regularly tracked throughout the year and goal teams are held accountable for results, which are 
updated quarterly on Performance.gov. In addition to the Management Agenda, the Budget also 
supports the President's plan to reorganize the Federal Government so that it does more for less, and Is 
best positioned to assist businesses and entrepreneurs in the global economy. 

OMB's request will enable it to continue to play a key role in executing on the President's Management 
Agenda in order to make government work better for taxpayers. The additional resources will let 0MB 
ramp up promising efforts and build on progress in a number of key areas, including: 

Smarter IT Delivery: To keep pace with the innovation and user experiences that the public expects, the 
Administration has embarked on a comprehensive effort— the Smarter IT Delivery Agenda— to 
fundamentally improve the way that the Government delivers technology services to the public. This 
agenda is focused on recruiting top technologists and entrepreneurs to work within agencies on the 
highest priority projects, leveraging the best processes to increase oversight and accountability for IT 
spending, and ramping up Government contracting with innovative companies. This effort builds off the 
success of the U.S. Digital Service (USDS), a unit of innovators, entrepreneurs, and engineers that the 
Administration launched as a pilot in 2014. This team of America's best digital experts has worked in 
collaboration with Federal agencies to implement streamlined and effective digital technology practices 
on the Nation's highest priority programs. 

in addition, we continue to Invest in PortfolioStat, a data-based review of agency IT portfolios that has 
helped the Government achieve more than $3.S billion in savings, while ensuring agencies are efficiently 
using taxpayer dollars to deliver effective and inr»ovative solutions to the public. 

Building on the support Congress provided in FY 2016, we are requesting $35 million for Information 
Technology Oversight and Reform (ITOR) to support integrated, efficient, secure, and effective uses of 
information technology In the Federal Government. The requested resources will help institutionalize 
modern systems design and development principles and invest in scaling up particularly promising 
efforts like the USDS. USDS efforts have included helping on top national priorities like the College 
Scorecard. Working alongside the Department of Education and 18F, USDS launched the new College 
Scorecard with the Department of Education to give students, parents, and their advisors the clearest. 
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most accessible, and most reliable national data on college cost, graduation, debt, and post-college 
earnings. This new College Scorecard provides students and families with information on college 
performance that can help them identify colleges that are serving students of all backgrounds well and 
providing a quality and affordable education. It empowers Americans to search for colleges based on 
what matters most to them and allows them to compare the value offered by different colleges to help 
improve their decision. Within the first month, the College Scorecard had over one million users, more 
than 10 times the users its predecessor had in a year. Over a dozen other organizations have used the 
Scorecard data to launch new tools to support students in their college search and application 
processes. In addition, this past September, a team of visual and user experience designers at USDS and 
18F created the U.S. Web Design Standards. These standards set a new bar for simplicity across U.S. 
government websites, and they aim to make government tools more consistently built and more easily 
accessible to everyday people. 

The 2017 request expands the central USDS team at 0MB to support standing up Digital Service teams 
at 25 agencies across the government. The 0MB USDS team will also continue to help coordinate cross- 
agency technology initiatives while serving as a resource for the small, high-impact agency teams that 
will tackle the most high-priority challenges faced at individual agencies. 0MB will also use ITOR funding 
for training current Federal IT professionals to scale modern development practices across the 
workforce, to provide accountability to ensure agencies see results, and to recruit more highly skilled 
digital service experts and engineers into government. Additional ITOR funding will also help 0MB work 
with agencies to ensure continued success in implementing the Federal Information Technology 
Acquisition Reform Act (FITARA), which Is designed up deliver better value to taxpayers by improving 
federal IT acquisitions. 

Cybersecurity. The ITOR fund also supports OMB's work on enhancing Federal cybersecurity. 
Strengthening the cybersecurity of Federal networks, systems, and data is one of the most important 
challenges we face as a Nation. As cyber risks have grown in severity over recent years, the 
Administration has executed a comprehensive strategy to address cybersecurity across the Nation. 
Building upon the Administration's broader efforts to enhance cybersecurity, in 2015 0MB In 
coordination with the National Security Council, the Department of Homeland Security, the Department 
of Commerce, as well as other departments and agencies, executed a series of actions to bolster Federal 
cybersecurity and secure Federal information systems through the Cybersecurity Sprint and 
Cybersecurity Strategy and Implementation Plan (CSIP). In 201S, these actions and others led to areas of 
significant progress across the Federal Government. For example. Federal civilian agencies have nearly 
doubled their use of strong authentication for all users from 42 percent to 81 percent. Challenges still 
remain, and the Federal Government has identified three primary challenges - outdated technology, 
fragmented governance, and workforce gaps. To address these challenges and continue moving the 
needle on cybersecurity, the President has set forth a Cybersecurity National Action Plan that takes 
near-term actions and puts in place a long-term strategy to enhance cybersecurity awareness and 
protections, protect privacy, ensure public safety and economic and national security, and empower 
Americans to take better control of their digital security. 0MB will use ITOR resources to work with 
Federal agencies to implement these actions and to support responses to cyber incidents, where 0MB 
plays a central coordinating role to ensure agencies are taking appropriate actions to effectively respond 
to cyber events and address any deficiencies in their cybersecurity programs. 
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Buying Better. 0MB has also been centrally involved In efforts to simplify Federal contracting, 
streamline purchases, and expand shared services to make government more cost effective. For 
example, the Administration is shifting its approach to purchasing through the adoption of a Category 
Management model where the Administration will "buy as one" by creating common categories of 
products and services across Government. Through the application of best commercial practices as well 
as the collection and sharing of key performance information, we are improving how we acquire and 
manage common products and services to ensure that agencies get a more competitive price and better 
performance. This new model will allow our acquisition workforce to focus their time and energy on 
critical mission-specific procurement. Just one month after 0MB issued a new category management 
policy on laptops and desktops that included standard configurations, several vendors dropped their 
prices for the standard configurations by 50 percent. Through this new way of buying agencies have 
already saved or avoided costs of $1.5 billion. By the end of 2019, we aim to save at least $10.5 billion 
on IT through category management and PortfolloStat in the areas of hardware, software, 
telecommunications, outsourcing and data center consolidation. As we scale this effort, it will lead to 
even more significant savings in the future. For instance, in the United Kingdom, the government was 
able to realize savings of roughly 10 percent from its adoption of category management practices and 
the Federal Government is the single largest buyer in the world with annual spending on goods and 
services close to $450 billion. 

Using data to get better results. 0MB has also been essential to efforts to establish cost and quality 
benchmarks In human resources, finance, acquisition, IT, and real property, allowing agencies to 
compare performance with peer agencies and the government-wide average and pursue efficiencies. 
Launched in 2014, this initiative allows agencies to see how their bureaus compare against each other, 
how they perform peer-to-peer, and their individual agency impacts on Government-wide averages, in 
2015, In conjunction with QSA we expanded the Benchmarking program to include customer satisfaction 
metrics and created "FedStat" - a comprehensive review of agency management using the 
benchmarking data, agency strategic reviews. Agency Priority Goals and other data. As part of this 
Initiative, 0MB met with agencies to identify potential areas for improvement, discuss shared challenges 
across the Government, and explore opportunities to pursue cross-agency solutions— including policies, 
processes, and leading practices of excellence for broader application across program administration 
and management. These data-driven reviews led to a number of tangible improvements— such as how 
agencies may benefit from shared services or strategies for addressing common hiring and recruitment 
challenges— that can improve the effectiveness and efficiency of individual agencies and the 
Government as a whole. 

0MB also plays a key role in helping work across agencies to deliver results for the American people. 

The Administration uses Cross-Agency Priority (CAP) Goals to deliver a more integrated approach to 
tackle a challenge, helping break down organizational barriers to achieve better performance and results 
than one agency can achieve on its own. For example, DOD and the Department of Veterans Affairs (VA) 
have partnered to improve veterans mental health. Through this collaboration, last year over 11,000 
individuals participated in 144 VA medical center-hosted Mental Health Summits across the Nation in 
order to identify unmet needs and increase awareness of community-based programs and services for 
organizations supporting veterans and their families. Newly available data also shows that, for those 
servicemembers completing a Post-Deployment Health Reassessment in 2013 who screened positive for 
posttraumatic stress disorder {PTSD}, depression, or alcohol abuse and received a referral to mental 
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health specialty, or behavioral health in primary care, 55 percent received care at VAs or DOD (2013), up 
from 46 percent in 2011, and nearing the target of 56 percent by 2016. 

The CAP Goals are part of the performance improvement framework developed with Congress through 
the Government Performance and Results Act (GPRA) and the GPRA Modernization Act. Each CAP Goa! 
has senior level Goal Leaders and publishes quarterly progress updates on Performance.gov. Agencies 
have also used the Priority Goal process to drive performance improvements. For example, HUD and VA 
have reduced the total number of homeless veterans; the Department of Justice has improved the 
protection of the most vulnerable within society, including victims and survivors of human trafficking, 
and the Small Business Administration has helped Increase small business access to capital by adding 
new lenders to its flagship lending program. We appreciate this committee's support in granting 
authority in FY 2016 for 0MB, with prior notification to Congress, to transfer up to $15 million from 
agency budgets to support these cross-cutting management initiatives. This institutionalizes a capability 
to fund cross-agency efforts and provides a powerful tool to turn management reform ideas into real 
and lasting results for the American people. 

Cost-Effective, Evidence-Based Regulation. Our efforts to help deliver a smarter, more innovative, and 
more accountable government for the American people extends to our regulatory responsibilities. 
0MB is responsible for reviewing significant rulemakings and ensuring that our regulatory system is both 
cost-effective and evidence-based. The Administration is committed to an approach to regulation that 
promotes economic growth, competitiveness, and innovation while protecting the health, welfare, and 
safety of Americans, now and into the future. 

The Administration continues to make significant progress on the President's unprecedented 
prioritization of the retrospective review of existing regulations. 0MB is focused on rooting out 
regulations that are unnecessary or overly burdensome and streamlining, modifying, or repealing those 
regulations to reduce burdens and costs. Since 2010, the publicly released agency retrospective reviews 
have detailed hundreds of initiatives that will reduce costs, simplify the regulatory system, and eliminate 
redundancy and inconsistency. This effort has already produced completed actions that will save more 
than $22 billion in regulatory costs in the near term, with more savings to come. This work will continue 
to be a major focus for 0MB. 

By promoting health, safety and welfare, as well as reducing long run costs to the American economy, 
the net benefits of regulations issued through the sixth fiscal year of this Administration were about 
$215 billion when factoring lives saved and injuries prevented. 

All of the responsibilities and efforts described above are in addition to our work with agencies to 
prepare the President's Budget and execute Federal budgetary policies, and our work with Congress. 
While some people think only about OMB's efforts on behalf of the President's Budget, 0MB plays an 
important role as a steward of taxpayer dollars, working closely with agencies to ensure that Federal 
programs and services are well-implemented, cost-effective, and high-quality. Members of this 
subcommittee know that 0MB also works with Congress every day to provide information and analysis, 
and in order to help respond to contingencies and unforeseen circumstances. Last year, 0MB worked 
with Congress on the development, enactment and implementation of a supplemental appropriation to 
address the outbreak of Ebola, and is currently working with Congress on a package that would respond 
to the outbreak of the Zika virus. Our FY 2017 Budget includes a number of proposals that we look 
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forward to working with Congress on in the year ahead, including new investments in cancer research, 
funds to ensure that those struggling with opioid addiction can get treatment, and an expansion of tax 
credits that support work and reduce poverty for workers without kids at home. 

I want to close by thanking you again for the opportunity to testify on OMB's FY 2017 Budget request. 
Supporting 0MB and the work we do to make government perform better for the American public will 
continue to be a smart and necessary investment. I look forward to continuing to work closely with 
Congress and this Subcommittee as we continue to move toward regular order. Thank you and I would 
be glad to take your questions. 
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Mr. Crenshaw. Well, thank you. 

Let me ask you about your budget request of a little over $100 
million. You got an increase last year. You are asking for a 6-per- 
cent increase this year. 

As I understand it, your role is to say to the agencies what you 
ought to be asking money for and not spending yourself. I mean, 
you oversee the overall budget, and that is why I said earlier I 
think you have a particular responsibility in terms of fiscal re- 
straint. 

I know when I was chairman of the Legislative Branch Sub- 
committee of this full committee, I cut the Members’ office accounts 
by 10 percent. It was a tough decision, but I thought we ought to 
lead by example. And if you look over the last 5 years, the budget 
of the House of Representatives has gone down by 16 percent. 

And so when you ask for a 6-percent increase, I look at the re- 
quest, and I think last year part of that increase was going to go 
for 25 new staffers and now, for 2017, another 10 new staff posi- 
tions. Can you tell me how many of the 25 from last year’s appro- 
priation have been hired? 

Mr. Donovan. We have fully hired to the staffing levels that you 
have provided in prior years. 

And I think it is important to recognize, there is a significant 
piece of this — of the $5.7 million increase, $2.4 million will go just 
to inflationary increases that we have, whether staff, benefits, rent, 
those types of things. 

I think it is critical for us to execute the additional responsibil- 
ities that we have been given, many of them by statute. I was very 
pleased that we reached a bipartisan agreement in the transpor- 
tation bill last year, for example, to step up our efforts to stream- 
line infrastructure permitting across the country. I think a very 
strong bipartisan effort there. We are bringing on some new staff 
to implement that effort. That is a good example. 

Mr. Crenshaw. So the 25 that we funded last year, they have 
all been hired? 

Mr. Donovan. That is correct. 

Mr. Crenshaw. Okay. 

Mr. Donovan. That is correct. 

Mr. Crenshaw. And then you need 10 more for next year, and 
you have roles for them to play. 

Mr. Donovan. Absolutely. And, again, the DATA Act is another 
good example, a bipartisan effort that we need to bring on staff for. 
And, obviously, cybersecurity is an area where I think we can all 
agree. 

I think one of the most important points I can make about this 
is that I think in all of these different areas we can demonstrate 
that the staff that we are bringing on are achieving substantial 
savings across the Federal Government, whether it is the Digital 
Service 

Mr. Crenshaw. I gotcha. 

Mr. Donovan [continuing]. Which is saving hundreds of millions 
of dollars 

Mr. Crenshaw. You hired that first 25 pretty quick. And, you 
know, if you have the money to do it, you did it, and that is good. 
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Mr. Donovan. We have saved $3.5 billion in IT acquisition costs 
through the reforms that we have made. So the leverage on these 
staff, we think — and it is important that we show you the return 
on investment for those staff. 

Mr. Crenshaw. Gotcha. 

Let me ask you a quick question about some of the work you do 
when you oversee all the different regulations that come before 
you. And, in particular, I mentioned in my opening statement the 
Department of Labor and the fiduciary standard. 

As you know, we had this conversation last year, I believe the 
SEC, which we oversee and fund here, has the primary responsi- 
bility to look at our economy and make sure that things are safe 
and stable. And it seems like they would be the appropriate people 
to make a rule or regulation about fiduciary standards. In fact, 
when we asked Mary Jo White at the hearing, she said they are 
working on a rule to do that. 

It seems like the Department of Labor has kind of just ignored 
everybody’s input to say, you know, let’s not duplicate, let’s not 
make things overlap, and yet they just keep going, and keep going. 
They have heard from the Department of Treasury, they have 
heard from the different appropriators, different subcommittees, 
full committees. 

And I guess the question is, if they are just going to kind of keep 
moving — then they come to you, and you have to ultimately review 
that. And my understanding is that you are going to expedite that 
review, and there might be a final rule sometime in April. 

And so the question becomes, do you sit down and do a com- 
prehensive cost-benefit analysis to make sure that — we all want to 
help investors. We all understand that with the stock market there 
are certain risks involved. So we want to help, but we don’t want 
to help in a way that cuts off people’s access to investment advice. 

So before you kind of finalize that rule, do you do a cost-benefit 
analysis? 

Mr. Donovan. Absolutely. 

And let me just say at the outset, we do have, as you just noted, 
this rule under review at this point. So I am limited in what I can 
say on the specifics of the rule. But, generally speaking, it is one 
of our most important duties to ensure that cost-benefit analysis is 
done correctly and effectively, and we take the time necessary to 
ensure that that is done. 

Also one of our most important duties is to ensure that there is 
interagency review of regulations. In this case, it is the Depart- 
ment of Labor’s statutory authorities that they are putting into ef- 
fect through the rule, but one of our jobs is to make sure that there 
is a strong interagency review of these rules before they are final- 
ized. 

Mr. Crenshaw. So can you assure us that there is not going to 
be duplication or inconsistencies if you have a rule by the SEC and 
a rule by Department of Labor? 

Mr. Donovan. What I can assure you is that we are going to do 
everything we can to minimize those. SEC is obviously an inde- 
pendent agency, so, while we consult with them, we don’t have di- 
rect oversight over their rulemaking. But I can assure you that we 
will do everything we can to ensure that coordination. 
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Mr. Crenshaw. And how do you go about making sure this pro- 
posed rule isn’t going to have unintended consequences, and actu- 
ally limit people’s access, not adversely affect particularly some of 
the low- and middle-income Americans? How do you go about the 
process to make that determination? 

Mr. Donovan. Well, one of the critical things that we do — and 
this is through an open, transparent process of meetings and com- 
ments that come into rules. I believe there were thousands of com- 
ments that were received and evaluated, hundreds of meetings that 
took place in the review of the rule. And so that is, obviously, the 
best possible way to have an open, transparent process that makes 
sure that concerns about any particular rule are incorporated. 

Mr. Crenshaw. And I guess you know there have been a lot of 
concerns — anytime you have a comment period, some people like it, 
some people don’t — but there have been a lot of concerns raised, 
and not on a partisan basis, kind of across the board, people are 
just concerned that you don’t overdo the regulation to really harm 
the people you are trying to help. So I just hope that you will con- 
tinue to keep that in mind. 

And, again, when we have the SEC Chairman before us, we will 
ask her how she’s doing on her rule. Because, again, we don’t want 
to see the inconsistencies, duplication that just create even more 
confusion. 

Mr. Donovan. Well, again, I am not going to comment directly 
on the rule. I will say that Secretary Perez has made clear they are 
doing everything they can to streamline and simplify the rule while 
still maintaining the bedrock principle of a fair standard of protec- 
tion for investors. 

Mr. Crenshaw. Can you tell us whether or not you are expe- 
diting the rule and when the final rule might be available? Or is 
that something you are not supposed to comment on? 

Mr. Donovan. Even if I could tell you, I wouldn’t know exactly 
when we would be finished here. What I can tell you is we are giv- 
ing it a full interagency review, as I described. 

Mr. Crenshaw. Thank you very much. 

Mr. Serrano. 

Mr. Serrano. Thank you, Mr. Chairman. 

You have touched on it somewhat, but I want you to expand on 
it. You know, we have been in a certain kind of mood in the last 
few years — actually, more than a few years — of cutting, cutting, 
cutting the budget. And some Members feel that if we cut the 
budget, that is fine; that is what we were elected to do. But some 
of us feel that what made our country great was investing in our 
country also, investing in infrastructure, investing in education. 

So how does the President’s budget deal with those issues? And 
is it possible, do you think, at all in this climate — and I know this 
is more a political question than anything else — for any President 
to make Congress happy in terms of investing and at the same 
time not making them totally angry on spending? 

Mr. Donovan. Well, I think you have hit on a core issue that we 
grappled with in the budget. But I will say that I think what we 
really did here was to build on a bipartisan precedent that we have 
seen now twice, with the Murray-Ryan agreement and then with 
the Bipartisan Budget Act last year. And that is basically to recog- 
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nize that sequestration, which I would really describe, in many 
cases, as mindless austerity, cutting just simply straight across the 
budget without reflecting, really, which are the critical invest- 
ments — that, on a bipartisan basis, we came together last year to 
invest more on the discretionary side of the budget, but we offset 
it with both revenue increases and smart spending cuts on the 
mandatory side of the budget. 

And that is exactly the model that we have been taking up in 
the President’s budget. Not only are we living within the caps that 
were part of that budget deal, which provide substantial relief on 
the discretionary side for critical investments, many of which you 
described, but we also achieved $2.9 trillion in deficit reduction 
over the 10-year window through taking a look at where we can 
close loopholes on the tax side, where we can make smart spending 
reductions. We have $375 billion in healthcare savings over the 10- 
year window. 

So we really think that is the right model, and it is a model that 
has been bipartisan that we have followed. 

But what we can’t do is continue to cut the very things that will 
help us make the investments that are going to grow our economy, 
whether it is the research and development that is so critical to 
keeping our innovation edge that we have over other countries, 
whether it is investing from the very youngest age in our kids, like 
we did with Head Start in the bipartisan agreement last year and 
we continue this year in our budget, in education and training and 
so many other areas that are critical to our short-term but also our 
long-term success. 

Mr. Serrano. I am glad that we are discussing that approach, 
Mr. Chairman, because one of my concerns and the way I always 
say it is, you know, somewhere right now in this country, in many 
places, there is a man and a woman somewhere in a lab, or a cou- 
ple of men and women in a lab, in white coats working either on 
the next Velcro or perhaps finding a cure for cancer or the common 
cold. And we sometimes feel, it looks to me, like we are willing to 
even cut those areas, you know, that make us grow. 

Do you think we are reaching at all that dangerous point? Or do 
you think that the bipartisan agreements we have had or some of 
the changing in tone that we have seen at times in the last couple 
years, which some people forget about — it hasn’t all been rancor 
and discord at times — that we can get to a point where we don’t 
jeopardize the investments we have to make in the future of the 
country? 

Mr. Donovan. Well, I am hopeful, if we can not continue the 
model that we had of 3 or 4 years ago, between shutdown and the 
other manufactured crises that really hurt our economy, hurt con- 
fidence of individual families across the country and our busi- 
nesses, but follow the model we had last fall, I think we really can 
make progress on these issues. 

Because I think there is broad recognition that discretionary 
spending is not where our fiscal challenges are, that, actually, we 
are investing too little on the discretionary side, even with the sub- 
stantial increase that we got in this budget deal, which we lived 
by in our budget, and that, really, where our fiscal challenges are 
are more on the revenue and on the mandatory side of the budget. 
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particularly around health care. And that is something that we 
have made a lot of progress on, bringing down our healthcare costs. 

Mr. Serrano. Mr. Chairman, one quick question. And this is a 
question that I run the risk that anybody under 30 in the audience 
will leave here shaking their head and saying, “How dumb can he 
be?” 

But can we reach a point where the IT equipment we buy doesn’t 
become obsolete 6 months later? Is that our ability to purchase im- 
properly, or is it just that technology changes so quickly that we 
can’t keep up? 

Mr. Donovan. Well, no 

Mr. Serrano. Because it seems that all the years I have been 
on Appropriations — I mean, there was the fiscal year 2000 where 
we thought we were going to all die and the country was going to 
go down the drain. But since then, one of the issues is how we pour 
money at times — pour money, honestly — you’re hearing a Democrat 
say that — into IT and then, a year later, the department or that 
agency is saying it is obsolete. 

Mr. Donovan. Yeah. 

Mr. Serrano. Is there any way to deal with that? 

Mr. Donovan. Part of this is, clearly, the technology changes 
quickly. But the fact is, historically, the government has taken an 
approach that dramatically exacerbated that problem. A lot of this 
is in how we procure information technology, whether that is the 
individual devices that we use or how we procure software services. 

And so two critical things that we are doing that we are making 
a great deal of progress on: One is we are moving ag^essively to 
what we call category management. Instead of having literally 
thousands of different contracts across the Federal Government for 
laptops, for desktops, for handheld devices, we are going to a very 
small number of government- wide contracts. 

As we started to implement that late last year in IT and particu- 
larly in devices, we saw a 50-percent decline in prices very quickly. 
How can that be, you say? Because, for example, right now, if you 
were going to bid on a contract, you have to look at potentially 
thousands of different contracts in different agencies with many, 
many different types of configurations. Instead, if we go to saying 
simply, let’s choose three, four, five different configurations of a 
desktop or a laptop and make that the standard, we can actually 
dramatically improve the efficiency for the contractors themselves 
of doing business with us and bring the prices down. And we have 
started to see that. 

On software procurement, which is a little more complicated, we 
have moved to what we call an agile system. It basically used to 
be that we would buy giant IT systems all at once, kind of in a big 
bang, and, by the time you get 4 years down the road, realize you 
are above budget, behind schedule, it is too late to be able to make 
changes and adjustments. Instead, what we are doing is buying, 
just like the private sector does, much more incrementally. And 
that is also really starting to make a difference. 

I saw this, frankly, at HUD. When I came in, I had a giant finan- 
cial services project that was above budget, behind schedule. And 
I came to 0MB — this is the role that 0MB can play. I came to 
0MB; they said, you know what. Treasury has actually got a sys- 
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tern that is very similar. And so we moved to what we call shared 
services where HUD now does all its financial transactions through 
its system at Treasury. Much more cost-effective. 

And so those are the kind of techniques that, even if technology 
changes quickly, it allows us to he much more agile and responsive 
to keep up with those changes. 

Mr. Serrano. Thank you. 

Thank you, Mr. Chairman. 

Mr. Crenshaw. Just real quick, do you have a number, like, how 
much money the Federal Government spends every year across the 
board on IT? 

Mr. Donovan. Roughly $90 billion. 

Mr. Crenshaw. That is all? 

Mr. Rogers. 

Chairman Rogers. Mr. Director, let’s talk about debt. We owe 
over $19 trillion, growing uncontrollably, several trillions of it dur- 
ing this administration. 

People out there are frightened, frustrated, mad, misunder- 
standing what is happening. And when I try to tell them, look, we 
have cut discretionary spending in the last 5 years by over $175 
billion, and yet the debt continues to zoom. Why? Because of man- 
datory spending, entitlement spending — out of control. 

When I first came here, we appropriated two-thirds of Federal 
spending. Today it is one-third. Two-thirds is now mandatory, auto- 
matic. If you qualify for a certain program, the money comes out 
of the Treasury. It doesn’t go through this committee. We have no 
oversight. 

If we continue at this pace, as I said in my opening statement, 
soon the debt interest is going to exceed what we spend for na- 
tional defense, among other things. So it is a real crisis, in my 
judgment. 

Of the $4 trillion in Federal spending that is going to take place 
next year, we are only appropriating $100 billion, and it is out of 
control. And yet this budget that the administration is proposing 
would increase mandatory funding by some $60 billion, either cur- 
rently funded under discretionary or new money that should be 
funded as discretionary. 

[Clerk’s note. — Chairman Rogers corrects the $100 billion as $1 
trillion later in the record.] 

Knowing that we have a mandatory spending problem that is 
crowding everything else out, the President chooses to ignore that 
problem and, franldy, only make it worse. He plans to pay for 
much of this new funding through imaginary fees and taxes that 
obviously aren’t going to happen. 

With the President having been in office now over 7 years, we 
still haven’t seen a credible plan to tackle this out-of-control enti- 
tlement spending and debt. He has almost 11 months left in office. 
Can we see any hope that he will make a good-faith effort with the 
Congress to help strengthen and preserve critical entitlement pro- 
grams and yet have some kind of a check on the rapid growth of 
the entitlement sector? 

Mr. Donovan. So, Chairman, let me begin by agreeing with your 
fundamental premise that discretionary spending is actually a 
place that we have cut and I think cut too far, and that was the 
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basis of the bipartisan deal we reached last year. And I want to 
thank you for your leadership on getting to, I thought, a very effec- 
tive compromise on the omnibus at the end of last year. 

Where I want to disagree with you is that, in fact, since the 
President has come into office, we have made substantial progress 
not just on our short-run deficits, which are down by roughly 75 
percent — we have had the fastest sustained deficit reduction since 
the end of World War II — ^but we have also made substantial 
progress on our medium- and long-run deficit and debt as well. 

And the reason for that is because healthcare spending, as you 
know, is the single most important challenge that we have on the 
mandatory spending side. It outweighs all other programs. And, in 
fact, that is one of the reasons why the President immediately, on 
coming into office, focused on this issue. And since he came into of- 
fice, we have actually seen the slowest healthcare cost growth in 
50 years. 

And, in fact, if you just take 1 year, the year 2020, since the Af- 
fordable Care Act was passed, CBO — these are not our numbers — 
CBO projects that we are going to spend $185 billion less in 2020 
on Medicare and Medicaid combined. 

So we have made real progress. And what we are proposing in 
our budget is to continue that progress. We have $375 billion of 
further healthcare savings that we are proposing. And as we saw 
with the doc fix legislation that got done about a year ago, we 
think there are many areas where we can make bipartisan 
progress to make further progress on those entitlements. 

But I would also say that the President believes that we need to 
take a balanced approach. And the fact is we have wasteful spend- 
ing on the Tax Code side of our budget as well and that we need 
to aggressively look at those areas as well. And our budget does 
that. 

But even with the added $2.9 trillion of deficit reduction that we 
achieve in this budget, if you add that to the $4.5 trillion of deficit 
reduction that we have achieved since 2011, even if his budget was 
enacted tomorrow, we would still have more than 50 percent of the 
deficit reduction of that $7.4 trillion that comes from spending cuts. 

So we think we have a real record of looking hard not just at the 
discretionary side but the mandatory side. But we also need to look 
at the tax side. 

Mr. Rogers. What was the amount of debt when he took office? 

Mr. Donovan. As a share of the economy and the projections 

Mr. Rogers. No, as a real number. 

Mr. Donovan. I don’t have those numbers in front of me. But, 
again, the right way to look at this problem 

Mr. Rogers. It was only about $14 trillion. Now it is over $19 
trillion. 

Mr. Donovan. Well, what I 

Mr. Rogers. How can you say that you have cut the debt? 

Mr. Donovan. What I can say is that, as a share of the economy, 
we have brought down the deficits dramatically. If you look at our 
budget proposal, it would take the critical step of stabilizing and 
then bringing down our debt as a share of our economy. That is the 
critical test that economists apply to it. 
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And I will say, compared to the current status quo, we achieved 
that $2.9 trillion of deficit reduction in our budget, which achieves 
that key fiscal goal. 

Mr. Rogers. Let me make a correction. I think I said a moment 
ago something wrong, when I said that of the $4 trillion we are 
going to spend next year, I said $100 billion. It is $1 trillion of that 
is what we appropriate. 

The rest is mandatory and growing out of control. And yet your 
budget proposes roughly $60 billion more mandatory spending from 
discretionary. It should be going the other way. 

Mr. Donovan. Expected mandatory spending has gone down sub- 
stantially since the President came into office, primarily because of 
the healthcare savings that we have achieved. The projections of 
debt and deficits today 

Mr. Rogers. How did we get from a debt of $14 trillion when he 
took office to over $19 trillion now? That is not a reduction; that 
is a huge increase. 

Mr. Donovan. Not compared to the expectations when he came 
into office. If you look at CBO’s numbers when the President came 
into office, we have substantially reduced expected deficit and debt. 

Mr. Rogers. Can you take expectations to the bank? 

Mr. Donovan. All I can do and all the President can do is make 
changes, propose changes, working with Congress, that change our 
path, our fiscal path. 

Mr. Rogers. The bottom 

Mr. Donovan. And we have done a substantial amount to im- 
prove the fiscal path of this country, particularly through reduc- 
tions in healthcare spending, since the President came into office. 

Mr. Rogers. But in spite of all of that, the debt has gone up dra- 
matically since the President came into office. 

Mr. Donovan. The President inherited deficits that were at al- 
most 10 percent of our economy, and he has brought them down 
to well below 3 percent. That is the fastest deficit reduction we 
have seen since World War II. 

Mr. Rogers. Well, bottom line, bottom line, the public doesn’t 
understand cutting expectations. The public sees that we owe $19 
trillion and growing like a weed, all the while the administration 
adds more mandatory spending to the debt so that the appropria- 
tions process, the people’s way of oversight, is thwarted. Because 
mandatories, as you well know, rely upon formulas and qualifica- 
tions for programs that automatically come out of the Treasury 
without it being appropriated. And that is where I think we are on 
a real, real bad track. 

Mr. Donovan. Well, Mr. Chairman, where I think we can agree 
is exactly the leadership you and the committee provided last year, 
that finding ways to reduce mandatory spending in smart ways, 
which was part of the budget agreement that was reached last 
year, is the right way to go while we continue to make the critical 
investments on the discretionary side that we need. 

Mr. Rogers. Thank you. 

Mr. Crenshaw. Thank you. 

We have been joined by the ranking member of the full com- 
mittee, Mrs. Lowey. And so I am going to recognize her to either 
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make an opening statement and/or ask a question or a combination 
thereof. 

Mrs. Lowey. Well, my good friend the chairman is so very gen- 
erous. I really appreciate your welcome here to this distinguished 
committee. And I appreciate you and my good friend Mr. Serrano 
holding this important hearing. 

And I would like to join you in welcoming Director Donovan. 
Thank you for being here today. 

And thank you for your gracious welcome, Mr. Chairman. 

Mr. Serrano. I can’t take all this. 

Mrs. Lowey. Welcome. 

Mr. Donovan. Thank you. 

Mrs. Lowey. With the 2-year bipartisan agreement we reached 
at the end of last year and Speaker Ryan’s focus on regular order, 
most of us were optimistic that this year’s appropriations process 
would be smoother than the prior years’. 

Yet Speaker Ryan, I understand, is entertaining cutting entitle- 
ments through appropriation bills instead of through authorizing 
committees. And Budget Committee Republicans broke with deco- 
rum and did not invite you to testify on the President’s budget re- 
quest. This is very surprising to me. 

At this time, it is unclear whether House Republicans will even 
offer a budget of their own. At least the Appropriations Committee 
is doing its job, and I am very happy to work with the chairman 
in doing the job. And I am glad to have you here today. 

Mr. Donovan. Thank you. 

Mrs. Lowey. Director Donovan, do you know the last time a sit- 
ting 0MB Director was not asked to testify before the Budget Com- 
mittee? 

Mr. Donovan. To my knowledge. Ranking Member, that has 
never happened before since the Budget Committees were created. 

And I will say, despite any personal feelings, I think the most 
important issue is that I was disappointed because we did make — 
and I said this before you arrived, and I want to compliment you 
directly for the bipartisan work, both on the bipartisan budget 
agreement and on the omnibus in December. But it felt like we 
made a lot of progress toward reestablishing regular order in doing 
that and creating this 2-year framework and getting a good agree- 
ment, a good compromise last year. And I was disappointed that 
I wasn’t able to testify. My hope is that we can continue the 
progress toward regular order as we go forward. 

Mrs. Lowey. And I know because Chairman Rogers and I would 
like to have regular order and move forward with regular order. 

So, Mr. Donovan, Mr. Director, had you been invited to testify 
before the Budget Committee, are there particular areas of Federal 
investment that would spur the economy, enhance our national se- 
curity, provide groundbreaking biomedical breakthroughs that you 
would have discussed? If so, I am happy to let you speak to those 
investments now. 

Mr. Donovan. Thank you. 

I would really highlight three key areas, and these were areas 
that the President highlighted as major challenges for the country 
going forward. 
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First, we have to invest to maintain our leadership as the most 
innovative economy on Earth. And one particular area that he 
highlighted was the investment in renewable energy. R&D for that 
is a critical place where we can put people to work, grow the jobs 
of the future. But an area that I know is near and dear to your 
heart, as well, is on biomedical research and a substantial increase 
in investment that we are proposing as part of the Cancer Moon- 
shot, along with a range of other areas of investment as well. 

The second big area is where we need to invest to grow oppor- 
tunity to give everybody a fair shot in the country. One of the most 
important advances I think we won in the omnibus was a major 
increase in Head Start to get kids started at the very earliest 
stages. Our budget proposes more than a $400 million increase 
there, which would take us to more than half of Head Start chil- 
dren in full day, full year programs around the country, which has 
been shown to be a critical advance. 

But also a great bipartisan victory in replacing the No Child Left 
Behind Act. And I think there is a significant set of places that we 
could invest, and that the budget does, on the education side, on 
training and apprenticeships. 

One other area that I would point out to really try to modernize 
the safety net that we have for workers is our wage insurance pro- 
posal as part of a broader effort to modernize unemployment insur- 
ance around the country. We think that is a critical area where we 
could make bipartisan progress, encourage people to get back to 
work even more quickly. 

So those are two, and then the third is national security. The 
budget invests more than $2 billion in additional resources to take 
the fight to ISIL; substantial increases to make sure that our Euro- 
pean partners are reassured that we are going to stand in the way 
of Russia’s aggressive actions in Europe and beyond. Third, the cy- 
bersecurity proposal that we have already started to talk about is 
a major national security threat that we need to do more on, and 
the budget proposes a more-than-one-third increase, $19 billion in 
total, for our fight to improve cyber security. 

Mrs. Lowey. In looking at President Obama’s final budget pro- 
posal, I see that it would reduce the Federal deficit to $503 billion 
in fiscal year 2017, down from the current fiscal year. 

In fact, since 2009, under President Obama’s leadership. Federal 
deficits have fallen by nearly three-quarters, the most rapid sus- 
tained deficit reduction just after World War II. The annual deficit 
in 2015 fell to 2.5 percent of the gross domestic product, the lowest 
level since 2007 and well below the average of the last 40 years. 

You have mentioned that the budget stays within last year’s 
budget agreement and, as a result, has caused some tough choices. 
Can you describe the effect of some of these choices on the discre- 
tionary side of the budget? 

Mr. Donovan. Absolutely. 

So the structure of the bipartisan budget agreement relieved 
about 90 percent of sequester on the nondefense side of the budget 
but only about 60 percent in 2017. So 90 percent in 2016; about 
60 percent in 2017. Essentially, discretionary funding is about fiat 
in our budget from 2016. 
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And what that means is, as you well know, if you look at areas 
like veterans health care where there are inflationary increases 
that happen each year. Section 8 vouchers I am very familiar with, 
and a range of other programs where simply serving the same 
number of people requires an inflationary increase, what that 
means is, when you have flat funding, you are going to have much 
more pressure on other discretionary accounts. 

And so there are a range of areas where we had to make tough 
decisions, whether it is in low-income heating assistance, the 
LIHEAP program; CDBG; State-paid leave assistance. There are a 
number of areas where we would have wanted to do more, but, 
through the compromise that was reached, we decided that we 
should honor the deal that was reached last year and stick to those 
caps despite those tough choices. 

Mrs. Lowey. Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. 

Mrs. Lowey. I appreciate your time. 

Mr. Crenshaw. Now we will turn to Mr. Womack. 

Mr. Womack. Thank you. 

I want to pick up — before I go to a couple of my prepared ques- 
tions, I want to go back and pick up on Chairman Rogers’ discus- 
sion on the mandatory side. 

So, since we didn’t have a presentation. Director Donovan, before 
the Budget Committee, on which I proudly serve, maybe we could 
go back and just revisit some numbers in response to his questions. 

One, what does the gross Federal debt of the U.S. Government 
balloon to in the 10-year window? 

Mr. Donovan. Actually, it declines from about 76 percent of GDP 
down to 

Mr. Womack. So let me stop you. Just a minute. 

Mr. Donovan. It declines from 

Mr. Womack. I have very limited time. I have very limited time. 
Director. 

So only in Washington and only from the Office of Management 
and Budget could we see the gross Federal debt go from $19 trillion 
today to — and let me help you with the number; it is fresh on my 
mind — even with $3 trillion worth of tax increases, $26 trillion in 
the 10-year window. Now, forget the percentage of the economy. In 
many respects, that is kind of a fairytale around here. But only 
here can we go from $19 trillion in gross Federal debt to $26 tril- 
lion and somebody in this administration talk about how it is going 
down. 

So let me ask you this. What is the net interest on the debt 
based on the projections of interest rates, if there is such a thing, 
over the 10-year window? Today it is, in round numbers, $225 bil- 
lion or $230 billion a year. So what does it go to in the 10-year win- 
dow, Mr. Director? 

Mr. Donovan. I don’t have those numbers in front of me. 

Mr. Womack. Well, let me help you with the number. Even with 
tax increases, it balloons to more than $700 billion a year. 

What do we spend on national defense? With OCO 

Mr. Crenshaw. About $600 billion. 

Mr. Womack. $500-and-some-odd billion, plus some OCO money. 
So let’s just round it to $600 billion. 
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In the budget that was presented to this Congress by this Presi- 
dent, we were going to take the net interest on the debt from an 
alarming rate of $225 billion or $230 billion today to nearly $800 
billion in the 10-year window. And if you take out tax increases, 
it is nearly a trillion dollars of interest. 

How can you sit here with a straight face and tell this committee 
in response to questions about what we know to be the true drivers 
of the deficits and the debt in this country — mandatory spending — 
that this President has done anything but lead on how we are 
going to get our arms around this phenomenon? How can you sit 
here and say that? 

Mr. Donovan. Congressman, you don’t have to take my word for 
it. If you look at CBO’s numbers, if you look at the broad 

Mr. Womack. These are CBO’s numbers I am looking at. 

Mr. Donovan. And CBO’s numbers will show you that, relative 
to where we were 4 or 5 years ago, they will tell you we expect to 
spend $185 billion less on Medicare and Medicaid in 2020 than we 
did just 4 or 5 years ago. Relative to current law, our budget shows 
$2.9 trillion of deficit reduction. 

And so we are making real progress on the most important driv- 
er of mandatory spending. We have the lowest healthcare cost 
growth than we have had in 50 years. And that is why, despite the 
politics around the Affordable Care Act, the President focused on 
health care as one of the most important drivers, if not the most 
important, of our mandatory challenges. And we have made real 
progress on that front. 

Mr. Womack. All right. I am glad you mentioned health care, be- 
cause I agree with you that it is the principal driver of the deficits 
and the debt as we now know it. 

So at about what year — and I know you have looked at these 
numbers. At about what year, based on 18 percent of GDP in aver- 
age revenues — that is about what we see, 18, plus or minus — at 
what year is there no money left for discretionary spending at all, 
no money at all for this committee to appropriate? At what year 
does that happen because mandatory programs consume all of it? 

Mr. Donovan. Congressman, one of the things that we all have 
to recognize 

Mr. Womack. What year? 

Mr. Donovan [continuing]. Leave aside the politics 

Mr. Womack. What year? 

Mr. Donovan [continuing]. Is that we have a demographic chal- 
lenge in this country, with the retirement of the baby boomers, that 
is going to require us to pay attention to these mandatory chal- 
lenges but also to look at the revenue side. If we want to keep our 
promises to seniors, we are going to have to look not just at manda- 
tory spending but also to close tax loopholes, to look at wasteful 
spending on the tax side of the ledger as well. 

Mr. Womack. I know that the President wants to raise a lot of 
taxes. What I find incomprehensible as a Member of Congress — be- 
cause I sat with my colleagues on the floor of that House when the 
President gave his State of the Union address and talked for 70 
minutes, and not one time did he dedicate any leadership from that 
podium on what we are going to try to do to get our arms around 
the mandatory spending that is bankrupting this country. 
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That is the kind of leadership that I think we should expect out 
of the President, and that is leadership that I think is lacking in 
the budget proposal. 

Mr. Donovan. What I can certainly tell you is he showed a lot 
of leadership in pushing healthcare reform that is accelerating the 
cost reductions that we have seen. It is universally recognized, as 
you have just agreed, that healthcare spending is the most impor- 
tant driver of the costs on those sides, and we have made remark- 
able progress in the last 4 to 5 years. 

So I think it is a completely unfair characterization that we have 
not focused on entitlements. And, in fact, we have made remark- 
able progress compared to any benchmark when the President 
came 

Mr. Womack. We are probably not going to agree on that one. 

And I yield back my time. 

Mr. Crenshaw. Thank you. 

We will have time for another round of questions, but now let’s 
turn to Mr. Quigley. 

Mr. Quigley. Thank you, Mr. Chairman. 

Mr. Chairman, I can’t help it. I wasn’t going to get into this, but 
let me put this on a different picture and put it in the proper per- 
spective. Simpson-Bowles, I believe, really only had one major vote 
on the House side, and that was Cooper-LaTourette, as I recall, 
and I was one of 38 Members of the House to vote for that. So the 
debt, the deficit, these are things that I am concerned about and 
put my vote on the line toward that end. 

But let me just put the perspective, I think, what you are trying 
to get to is, as you relate to the deficit as it relates to GDP, I think 
what you are saying is, if a household of $25,000 annual income 
has $5,000 in debt, that is a whole lot different, a debt of $5,000, 
than it is a $50,000 income a year, correct? Is this what you are 
alluding to? 

Mr. IIONOVAN. This is the way we look at mortgages, we look at 
personal finances: What share of people’s income do they dedicate 
toward their debt? And that is exactly the way we look at it for the 
economy. 

Mr. Quigley. And one last point on this. I am sure you don’t 
have this — able to answer now, but since people are asking you for 
specific numbers — and if you don’t have it, maybe you can get it 
to us. The total debt we have right now, could you tell us what per- 
centage of that debt comes from the Iraq war and the tax cuts that 
came with it at the same time? 

Mr. Donovan. I don’t have an exact number. What I can tell you 
is a sizable portion when the President came into office. I would 
also say 

Mr. Quigley. I would like to know what percentage is 

Mr. Donovan. Well, that we have reduced spending in OCO, in 
the war account, by over $100 billion a year since the President 
came into office because he was able to keep his promises to end 
the ground wars in Iraq and Afghanistan. 

Mr. Quigley. And I appreciate that. But at some point if you 
would get to us the raw numbers 

Mr. Donovan. Absolutely. 

[The information follows:] 
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Debt Impact of the Iraq War and 2001/2003 Tax Cuts 

0MB does not separately track the comulative impact of individual legislative ac- 
tion on debt. However, the cumulative effects of the 2001 and 2003 tax cuts, along 
with spending for Iraq war and related activities, are clearly substantial. The 
Congressioal Budget Office maintained a cumulative tally of the changes in its Jan- 
uary 2001 projection of a surplus of $5.6 trillion surplus over the 10-year period 
2002-2011 (see https:! i www.cbo.gov I sites I default I files II 12th-congress-201 1-2012 1 
reports / 06-07 -ChangesSince2001Baseline j pdf). 

Mr. Quigley [continuing]. Of how much we owe now, how much 
of that — now and as time goes on, what percentage of that will he 
from the expenses of invading Iraq and completing that war and 
the tax cuts that went. Because what I recall, in World War II we 
went to war and we recognized that wars are expensive and we 
raised taxes. 

On a less pleasant note, let me talk about something locally in 
Illinois. Flooding is a regional issue. In the Chicagoland area, it is 
a bipartisan issue. I talk to my Republican colleagues and those 
that serve with me in the region. 

One of the big solutions to that was the McCook reservoirs, sup- 
ported on a bipartisan basis. Got funded from the administration 
for 3 straight years. We are concerned about spending money; had 
a three-to-one benefit-cost ratio, not just Chicago but 36 suburbs. 
Would have had 1.5 million structures, 5 million people. And the 
amount of damage we already had before these were completed is 
staggering. 

Unfortunately, Assistant Secretary of the Army (civil works) Ms. 
Darcy omitted this in the 2017 funding for stage 2 under the ex- 
traordinary mistaken belief that stage 2 is related to water pollu- 
tion control instead of the fact that it is for flood control, fully au- 
thorized and documented in the Corps’ system as such. The project 
is being recommended by the Corps for flood protection. 

At some point, as Senator Durbin and I have been talking about, 
but, again, on a bipartisan basis, we need your help to try to in- 
clude these resources in the fiscal year 2017 workplan for the 
Corps of Engineers in that area. 

Mr. Donovan. Well, I understand your concern about this. We 
did include 

Mr. Quigley. Concern is you stubbed your toe. This is a broken 
foot. 

Mr. Donovan. I am sorry if I understated it. 

Mr. Quigley. Yeah. 

Mr. Donovan. But we did include $5 million in the 2016 
workplan, which is part of a substantial contribution we made to 
completing phase 1. I am glad that we are able to keep that com- 
mitment to the first phase, but I understand that you are focused 
on how we get phase 2 funded. 

Mr. Quigley. Right. So this will be one of many conversations, 
and more and more animated, because, with all due respect, we 
need your help to try to find a way to put these resources in the 
workplan for the Corps of Engineers. And I believe that Ms. Darcy 
will be around Eriday, and we will have an animated conversation 
with her at that time, as well. 

But the fact is we need your help. Eunding the first 3 years and 
then leaving it hanging there isn’t particularly helpful. 

Mr. Donovan. Understood. 
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Mr. Quigley. Thank you. 

Mr. Crenshaw. Thank you. 

Mr. Graves. 

Mr. Graves. Mr. Donovan, good to see you. 

Mr. Donovan. And you. 

Mr. Graves. I am going to change topics briefly for a moment, 
but, first, I am excited to hear the enthusiastic support of the 
President’s budget by Mr. Quigley and the ranking member. I hope 
to see them introduce that and put their name on it and cosponsor 
it and advocate for it and debate it on the floor so we can see where 
all Members of the House stand on that budget. 

But thinking about the President’s budget, thinking about Mr. 
Womack’s comments and the chairman’s comments, the American 
people and particularly those in the 14th District of Georgia are 
just mad. They are frustrated. They do not trust this government. 
They do not trust in any kind of responsibility for financial man- 
agement, for reducing the debt. They hear the comments, such as 
yours just now, of, “oh, well, the debt’s going to go down over time 
in relation to something else,” when, actually, the number is going 
up over time. They see that. They know that. 

And it is that frustration you are seeing all throughout the coun- 
try right now in the Presidential election. And, quite frankly, I am 
glad that they are expressing this frustration and this anger be- 
cause I am hoping somebody will listen. And we are soon to find 
out who is going to be listening. 

But an area they know they can control and they know they can 
manage is their own personal finances. They don’t think anybody 
can do anything with this place up here, and, for the most part, 
I think they are right. But someplace where they do have direct 
control and access is their own personal finances, their own debt 
reduction, their own savings for retirement. 

And that leads me to the fiduciary rule that you and I spoke of 
last year, and you mentioned it briefly today, about the economic 
analysis. And I know the terms you used earlier today were the 
same as last year, in that you cannot speak directly on the rule be- 
cause the rule is being evaluated. 

But as to the economic analysis, has there been one completed, 
a cost-benefit analysis? And if so, what did it indicate? 

Mr. Donovan. So the cost-benefit analysis is obviously completed 
as part of finalization of a rule. So we do not have a final cost-ben- 
efit analysis that I can speak to. 

What I can say is that the Council of Economic Advisers looked 
at this issue more broadly and identified that consumers lose about 
$17 billion a year over bad advice on investment products. So there 
clearly is a major impact directly to families, the families that you 
are talking about, from bad advice. 

Mr. Graves. So the $17 billion, I believe that is the far end of 
the scale. It is a very wide range — it is an extremely wide range 
of numbers. 

Is that an analysis that you are basing your economic analysis 
off of? Or is yours an independent analysis taking into consider- 
ation potentially other analyses that may disagree with the $17 bil- 
lion or the $8 billion number? 
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Mr. Donovan. Again, I can’t speak directly to OIRA’s because we 
have not completed the rulemaking. But, generally speaking, we 
look at a broad range of sources of information, not just the Council 
of Economic Advisers. 

Mr. Graves. Speaking of the one you did reference, so I assume 
you have knowledge of it, that $17 billion of savings, how is it 
achieved? How does a consumer achieve a savings? 

Mr. Donovan. Actually, I think it was a cost. And so the savings 
would be achieved if a consumer is protected from getting bad ad- 
vice or gets better advice. 

Mr. Graves. How, though? The mechanism of their — you say it’s 
a cost. So if they don’t incur that cost, I am going to suggest it is 
a savings. How are they saving $17 billion, specifically? 

Mr. Donovan. If I understand the question, it would be through 
getting advice that would allow them to make better investment 
decisions. 

Mr. Graves. Is the assumption that there would be the same 
number of investors post-fiduciary-rule versus pre-fiduciary-rule in 
that analysis? 

Mr. Donovan. I guess I would want to look back at that analysis 
before I answer that question. I am not sure. 

Mr. Graves. I understand. 

Well, my concern — and I will close, Mr. Chairman — is that, while 
this rule may have some intention, we don’t know whether it is 
good, or not, intention. It has some intention. 

The question truly should be how does this impact the overall 
consumer, who in my district is working hard every day just to try 
to slog through this economy that the President, in previous spend- 
ing and irresponsibility, has created for them to struggle through, 
with their families. 

But they want to get ahead. They want a fair shot. They want 
to be able to save. They want to be able to invest. My concern is 
that this rule is a barrier to them, that instead of being able to 
save a little money and meet with somebody in their town that 
they know, that they go to church with, that they shop with, that 
they see locally that offers them advice, now they are going to be 
pushed more towards an interface that is impersonal, and maybe 
it is a computer interface, Internet interface, whatever it might be, 
but something that is less accessible, which creates a deterrent, 
which creates less savings and less preparation for retirement. 

So I would be very interested in the analysis and whether or not 
it makes the assumption that you will have the same, if not more, 
investors in the future after the rule, or will you have less inves- 
tors. Because it is going to be one of those options there. 

So thank you, Mr. Chairman. 

Mr. Crenshaw. I think what he is asking is what areas of the 
market failure led the administration to propose this rule. I mean, 
if you think about that, it sounds like one of those solutions looking 
for a problem. But you think that through. 

Let’s turn now to Mr. Yoder. 

Mr. Yoder. Thank you, Mr. Chairman. 

Director Donovan, welcome to the committee. 

Mr. Donovan. Thank you. 
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Mr. Womack. Director, you are a good man, I like you, we have 
had conversations in the past. But your attempts to sugarcoat this 
budget and its projections for the future on behalf of the adminis- 
tration that I know you work for is just a sad abdication of respon- 
sibility for the challenges we are facing as a country. 

Chairman Rogers, my colleagues Mr. Womack, Mr. Graves, and 
others have really laid out some very specific concerns. And what 
we have gotten into is a debate, which we see all the time in Wash- 
ington, D.C., about historical discussions about who is wrong and 
who is right, and we have really no optimism for where we are 
going for the future. 

So I want to take our conversation to what we can do to work 
together to solve some of these problems going forward, because 
where we are headed is not a rosy situation. 

Now, when you look at where we have come from, the $10 trillion 
to $20 trillion, that is a huge deficit increase — or huge debt in- 
crease, and no one gets a pat on the back for that. We know that 
if we had adopted every one of the President’s budgets, our govern- 
ment would be 20 percentage larger today. 

And so we know that we have reduced a bad situation to not as 
bad as it could have been. And maybe that may be the motto of 
what is going on in Washington these days, is things could be 
worse. But things need to get a whole lot better, and I know you 
know that. And I know that you know this budget doesn’t really 
pass the smell test. 

When you look at what is driving the costs — and we have had 
this discussion, sort of a straw man from the ranking member 
about mindless austerity, manufactured crisis — ^you both had that 
conversation. I mean, what the House has tried to do is to really 
shed light on and be honest with the American people about where 
we are going. And when you look at automatic spending, you look 
at the pie charts, you know, in 1965 it was 34 percent, in 2015 it 
is 68 percent, it is headed to 78 percent. Mr. Womack asked when 
it would be 100 percent. We don’t know the answer to that, but it 
is really bad, and it is crowding out investment. 

So I really pushed hard in the last budget to increase the Presi- 
dent’s budget request on NIH from $1 billion up to $2 billion. I sent 
a letter with a bunch of my colleagues, many folks here, to try to 
get to $3 billion, and we can’t get there because the White House 
has other priorities or because we are being crowded out by manda- 
tory spending. 

I have a 3-year-old daughter — I am sorry — a 2-year-old daughter, 
a 3-month-old daughter. We all have children, we all have grand- 
children, people that we are worried about. And I guess my ques- 
tions for you are: As we go forward, what do we tell them? And 
when can we tell our children that the American budget will be 
balanced if we adopt the President’s budget submission? 

Mr. Donovan. Well, I guess I would disagree with you that I 
haven’t been talking about forward-looking proposals here. I talked 
specifically about a broad set of things the President’s budget does 
on healthcare reform. Let me take another. In fact 

Mr. Yoder. I understand. I understand. Director. I just have a 
little bit of time here, and so I have some specific questions that 
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I just want to get to the heart of it. And we are going to get into 

a debate about semantics. And what I want 

Mr. Donovan. What you can tell your daughter 

Mr. Yoder. But I want to know, when can we tell our children 
that the American Government will run in the black based upon 
the President’s budget submission? It is a pretty simple question, 
and you are a very smart man. I know you know the answer to 
this. What is that date? 

Mr. Donovan. I think what you should tell your daughter is that 
this country is facing a significant demographic challenge with the 
retirement of the baby boom, that we need to keep our promises 

to those retirees, and 

Mr. Yoder. Well, let’s get to that question. 

Mr. Donovan. If I could just 

Mr. Yoder. Sure. 

Mr. Donovan. You asked a question. 

One of the most important things about that is that we are now 
facing a world where, instead of having over three workers for 

every retiree, we are going to have about two and a half 

Mr. Yoder. I am probably going to agree with you on a lot of the 
root causes. Director. 

Mr. Donovan. Immigration reform — immigration reform is actu- 
ally an area where I think we could reach a bipartisan agreement. 
It will help us not only grow our economy, it would reduce the def- 
icit by a trillion dollars 

Mr. Yoder. So my child asks me when is the budget going to bal- 
ance and I say what? 

Mr. Donovan. What I would tell her is that we need to do ex- 
actly the kinds of things that we are proposing to do. 

Mr. Yoder. So I wouldn’t tell her — I would not tell her — what is 
the answer to the question. Director? When does the budget — when 
does America run a budget in the black? 

Mr. Donovan. I am trying to answer your 

Mr. Yoder. I know, but when is your projection? Give me a date. 
When will the American budget be in the black again? 

Mr. Donovan. We 

Mr. Yoder. Based upon the President’s budget request, which 
lays out all of his requests — this is his vision for the future, it is 
your vision for the future. On what date certain can we tell the 
American people, if we adopt your policies wholeheartedly, the $3.5 
trillion in tax increases, if we adopt all of that — because you have 

already asked for trillions in new taxes — if we adopt it as is 

Mr. Donovan. I think 

Mr. Yoder [continuing]. When do we go in the black? 

Mr. Donovan. Please don’t mischaracterize our budget. We pro- 
posed a budget that has $2.9 trillion in deficit reduction, that in 
the 10-year window stabilizes debt and starts to bring it down, 
compared to a current path that we are on where debt would in- 
crease substantially as a share of the economy. Those are the crit- 
ical tests that the President has laid out for fiscal stability, and we 
meet those tests. 

Mr. Yoder. Mr. Chairman, I will submit to the Director, who I 
have a lot of respect for, this is why people get frustrated with 
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Washington, because we can’t ever get straight answers to straight 
questions. 

I have other questions on here in terms of Medicare. You men- 
tioned that. When are IPAB cuts going to start with Medicare? 

Mr. Donovan. That will be 

Mr. Yoder. Because the CMS says next year. Is that still your 
position, that the way to fix retirement benefits through 
ObamaCare that you are talking about so much as the key to these 
healthcare situations, that — what is the date certain when I can 
tell my 104-year-old grandmother that her Medicare benefits would 
be cut under the IPAB? 

Mr. Donovan. Well, first of all, CMS will make a final decision 
this year. But you are also deeply mischaracterizing the way the 
IPAB works. All of those changes are presented to Congress and 
voted on by Congress. And so 

Mr. Yoder. When will the government, when will CMS make 
recommendations? And how much will they be 

Mr. Donovan. We expect 

Mr. Yoder [continuing]. Regarding how much of Medicare 

Mr. Donovan. We expect it to be later this year 

Mr. Yoder. OK. 

Mr. Donovan [continuing]. In the next few months. 

Mr. Yoder. Mr. Chairman, I will just conclude by saying this is 
why I think Americans are frustrated that we can’t get straight an- 
swers to these questions. 

We are not making the kind of progress we need to make. We 
are leaving a legacy of debt and despair for the next generation. 
Director Donovan knows it; the President knows it. And they are 
shutting down and going to be gone in a year, and we are going 
to be here left with fixing the situation. And our kids and 
grandkids, ultimately, after Director Donovan is gone and I am 
gone, we both know they are going to be left picking up this left- 
over expense. 

And it is embarrassing, and we ought to work at it to seriously 
fix it and not get into a semantical debate about shaving off, of in- 
creases, and we were going to build something and we didn’t build 
it so we are going to count that as a cut. It is a lot of Washington 
talk, and we all know how this works. 

The reality is the debt is growing to an unsustainable level, and 
we are going to saddle our kids and grandkids with it. And I just 
hope and pray that this administration — the President has political 
capital left — that maybe he will come to the table and we can actu- 
ally work together so we can answer that question: This is the date 
certain we will go in the black, and this is when we will actually 
solve this problem. And until then, we are going to have these con- 
versations that ultimately get us nowhere. 

I yield back, Mr. Chairman. 

Mr. Crenshaw. Thank you. 

Now we will turn to Mr. Rigell. 

Mr. Rigell. Thank you, Mr. Chairman. 

And, Mr. Donovan, I thank you for being here today. 

Mr. Donovan. Thank you. 

Mr. Rigell. And I want to give you credit right from the start. 
I think you are trying to do the best you can. OK? That said, the 
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differences between your assessment of our situation and, indeed, 
the President’s assessment of our situation and my own and what 
I see in my colleagues, the differences are profound, and they are 
fundamental. 

I had the opportunity to meet with the President — it was a few 
years ago, and it was just for a few minutes. But in those few min- 
utes that I had the opportunity to speak to him, I went right at 
this issue of our fiscal situation. Above all else, it is what concerns 
me. 

And I would just associate myself with the remarks of my col- 
leagues. We didn’t meet beforehand to understand where we were 
coming from on a line of questioning, but it resonates with me, the 
alarm that they are expressing. 

And in the Nation’s capital, I think hyperbole is used oftentimes, 
and the word “crisis” is used on just about everything, but I am 
submitting to you that we do, indeed, have a fiscal crisis. I don’t 
believe that your testimony here today reflects the crisis we are in. 
I don’t think the President’s words reflect the crisis that we are in. 

In fact, I associate myself with what Mr. Womack said. I walked 
out of the State of the Union, and I just thought, it is like he is 
just completely unaware of where we are headed financially. Inter- 
est rates can only go one way, right? Which way? Up. $130 billion 
for each 100 basis points, 1-point increase. That is hardly reflected 
in all of this. I look at the President’s schedule, what he talks 
about when he is in public. It is like fiscal Orwellian speak. 

You know, I have been a businessperson all of my life and dealt 
with budgets. And I look at your own testimony, Mr. Donovan. 
Look, page 1, bottom paragraph — and I know you know the dif- 
ference between the debt and the deficit, but listen to this sen- 
tence. “The 2017 budget continues this progress. It shows” — OK. 
You talk about that we are proud of the President’s budget, that 
it meets the test of fiscal sustainability — listen to this part — “and 
putting debt on a declining path through 2025.” 

Does the President’s budget put debt on a declining path through 
2025? 

Mr. Donovan. Yes, it does. 

Mr. Rigell. No, it does not. As a percent of the GDP, it doesn’t. 

And, by the way, I agree with you on that point. Everything 
ought to be evaluated in terms of percent of GDP — revenue, ex- 
penditures, the debt as a percent of GDP. 

But words matter, Mr. Donovan. I would expect that you of all 
people would understand the difference here. You said you are put- 
ting the debt on a declining balance through 2025. 

Mr. Donovan. A declining path as a share of the economy. 

Mr. Rigell. No, it is — no. No. Debt is increasing. 

Mr. Donovan. As a share 

Mr. Rigell. We need to be precise 

Mr. Donovan. As a share of the economy 

Mr. Rigell. Oh, is that what you — that is not what it says. Look, 
this isn’t a matter of semantics. I get the difference. Listen, I am 
in favor of evaluating things of the percent of GDP. 

Mr. Donovan. Every serious economist who looks at this issue 
looks at debt 

Mr. Rigell. You are misunderstanding the point I am making. 
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Mr. Donovan [continuing]. Deficits as a share of the economy. 

Mr. Rigell. No. On that point, Mr. Donovan — please. You are a 
smart guy. I am not trying to talk down to you. I think we are try- 
ing — the thing is we only have 5 minutes. It goes just like that. 

On that point, I am in agreement with you. I really believe ev- 
erything ought to be evaluated as a percent of GDP. That is how 
every lender does this. That is how I ran my business. It is your 
ability to repay. And that is a percent of — whatever it is, your busi- 
ness cash flow or whatever. On that point, we are in agreement. 

I am saying that, even in your written testimony, you said, we 
are putting debt on a declining path. Now, if I was putting my 
business on a path of declining debt, that means I am paying down 
my debt. 

The reason I bring this to your attention is because, when I hear 
the President speak — and, indeed, it is kind of embedded in your 
own testimony here — it is a bit Orwellian. And what I mean by 
that is that you are not dealing with reality, the stark and harsh 
and troubling reality of our fiscal situation. 

The President references in extremis point of deficits, and he 
says, “I brought them down.” He doesn’t go on to say, “But they 
are still way too high.” That is what leadership is. 

And, look 

Mr. Donovan. Deficits today are below the 40-year average of 
deficits. 

Mr. Rigell. Well, no, see, the challenge that — see, this Orwellian 
speak here — and, look, I still associate myself — there is a funda- 
mental difference between this side and that side. And, frankly, we 
are right on this. We are calling attention to our fiscal situation. 
You are not expressing any real concern about where we are head- 
ed. 

Mr. Donovan. I don’t 

Mr. Rigell. I will tell you 

Mr. Donovan. I don’t think that is accurate. I have talked a lot 
about the progress that we have made but also more that we need 
to do on 

Mr. Rigell. You know, the President is not fighting for this. He 
didn’t say hardly a word about it in the State of Union speech, 
hardly a word. That is not leadership. 

Mr. Donovan. He talked about 

Mr. Rigell. And the clock is ticking on his administration. The 
clock is ticking on our country. 

Mr. Serrano. Mr. Chairman, is this a contest of interruptions? 

Mr. Rigell. No, I am sorry. Listen, I don’t mean to raise my 
voice. And I appreciate the ranking member 

Mr. Serrano. Well, you are, sir, raising your voice. And we have 
given very little respect to the Director today. 

Mr. Rigell. No, he is 

Mr. Serrano. I have been on this committee a long, long time, 
and I have never seen anyone come before us treated the way he 
has been treated today. 

And the last time I saw — I read the Constitution and the Appro- 
priations Committee manuals. It says that the President proposes 
and we dispose. So how can it be that a President is drumming up 
the debt when we pass bills that pay for programs in this country? 
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So we don’t have a dictatorship, and I think it is time we realize 
we don’t have a dictatorship. We are either all guilty or no one is 
guilty. 

Mr. Rigell. Mr. Chairman, may I just have 30 seconds? 

Mr. Crenshaw. Certainly. And that doesn’t count against your 
time. 

Mr. Rigell. OK. 

Mr. Crenshaw. And if you feel like talking loud, that is — I don’t 
think the Director 

Mr. Rigell. And I just — I thank the 

Mr. Crenshaw. And I can talk loud too. 

Mr. Rigell. And I respect the ranking member. 

And, look, it is an honor to be on this committee. And I simply 
want to say, look, we are fellow Americans trying to get this right. 
And I have problems with my own party. The Americans for Tax 
Reform pledge is mathematically indefensible. 

I am simply submitting to you, Mr. Donovan, that part of leader- 
ship, and I think the fundamental part of it, is the proper assess- 
ment of the current situation and the trajectory, the direction we 
are going. 

My concern here today is not something I have contrived. I know 
these hearings are so often thought of as theater. I am not saying 
I care any more than you about our fiscal situation. But it keeps 
me up at night, and, frankly, I wish it didn’t — I didn’t think about 
this as much as I do. 

But when we get on the flip side of debt and we are there, we 
are there, 200 basis points, 2 full interests — 2 points going up, 
which is frankly within reason, $260 billion. And to the ranking 
member’s point, my own party has contributed to this situation. I 
didn’t like it when I was told to go out shopping when we got into 
wars. I wanted somebody to tell me how I needed to sacrifice. I 
never heard that. 

But I have taken enough time, and I thank the chairman for his 
extension of time, and I thank the ranking member for his com- 
ment, and I thank you for your testimony today. 

Mr. Donovan. Thank you. 

Mr. Rigell. Thank you. 

Mr. Crenshaw. And just for the record, Mr. Rigell always talks 
pretty loud. 

Mr. Rigell. I didn’t know that. 

Mr. Donovan. And I am from New York, so I am OK. 

Mr. Rigell. Thank you. 

Mr. Crenshaw. We will have time. We will have time. I hope you 
all stick around. We will have another round of questions, but let 
me interrupt that for a second. 

I will say, as I have said in opening statement. Director, people 
look and they see it took 233 years to get to the point where we 
are $10 trillion, that is our national debt. And then they can look 
and see, the last 8 years, we added $10 trillion to our debt. I mean, 
those are things that people understand. And I think we are all 
trying to figure out a way forward — that is not good place to be. 

But let me ask you two quick questions about the budget. As I 
mentioned in my opening statement, you cut the Corps of Engi- 
neers by 22 percent. And as I pointed out, too, that most of the 
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cargo internationally goes through our ports. We have these post- 
Panamax ships. They are bigger, they draw more, and so our ports 
need to deepen their waterways to compete internationally. 

And so I guess the question is, why did the administration pro- 
pose a 22-percent reduction over the Army Corps’ last year’s budg- 
et? And why is there a reduction of $800 million or about 40 per- 
cent for these construction accounts? And those are the ones that 
fund our ports. So can you tell us what went into your thinking? 

Mr. Donovan. Look, this is — I think it was Ranking Member 
Lowey asked earlier about tough decisions we had to make in the 
budget. Given that it was basically flat from 2016, there were a se- 
ries of places where we needed to find reductions, and this was one 
of the places that we went. 

On the construction point, the operations and maintenance ac- 
count for the Corps is more fixed, if you will, because they have to 
take care of a set of assets that are there, so it tends to be the con- 
struction account that suffers the most in those cases. 

So this is something where — ^you know, you and I have met a 
number of times about Jacksonville and the focus on it. We were 
able to get to six new starts in 2016, which was an unusually high 
level. And we have allocated those to the highest-return projects. 

But, as you well know, there are far more projects. And our hope 
is that, not only we can do more directly, but we are also working, 
as you and I have discussed, on ways to make sure that private re- 
sources are coming in and supporting the construction of those; and 
we think there is a lot of opportunity given exactly the competitive 
advantage that you have talked about post-Panamax, and there is 
a lot of ways to bring private capital into these projects as well. 

Mr. Crenshaw. So the one new start this year, six last year, one 
this year, is this just kind of a matter of priority in terms of not 
enough money to go around? 

Mr. Donovan. That was the single most important 

Mr. Crenshaw. What are the criteria — what do you look at when 
you decide what makes a new start? What do you look for? Like, 
on that one new start you suggest, what went into your thinking 
to make that decision? 

Mr. Donovan. Really, it is working with the Army Corps, its 
cost-benefit analysis. So, in every case, the traditional starts that 
we did were over two and a half, cost-benefit ratio, so — actually, 
two and a half, benefits to cost. And so they showed a dramatically 
high level of return relative to other projects. 

Mr. Crenshaw. Gotcha. 

And switching gears real quick, some agencies of the Federal 
Government get funded through mandatory appropriations, they 
are not subject to review by the full Appropriations Committee, 
like, I guess, the OCC and this new agency, the CFPB. 

And I wonder, how vigorously does 0MB look at those budgets 
that aren’t annually reviewed by the Approps Committee? Do you 
look at those? 

Mr. Donovan. We spend an enormous amount of time on that. 
Let me just give you a few examples. 

I have already talked about the $375 billion in healthcare sav- 
ings that we are proposing in the budget. That is obviously all on 
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the mandatory side. We have a total of about 117 different cuts, 
reductions, that we do 

Mr. Crenshaw. Have you ever cut some of those mandatory — 
well, like, let’s talk about the CFPB because that is kind of what 
I was focusing on. 

They get a check from the Fed for $600 million. They were set 
up purposefully outside our appropriations process. But somebody 
did an independent performance audit for the CFPB, and they rec- 
ommended that the Bureau expand transparency of their funding 
and expenditures. 

Now, do you think that is a good analysis? Some of these that 
are funded mandatorily, do you think they ought to be a little more 
open and transparent? 

Mr. Donovan. Well, CFPB is an independent agency. It is dif- 
ferent from the vast majority of programs on the mandatory side. 

Mr. Crenshaw. So you never look at that one? 

Mr. Donovan. We don’t have authority 

Mr. Crenshaw. OK. 

Mr. Donovan [continuing]. Over CFPB’s budget. We do look at 
mandatory spending broadly in a range of areas 

Mr. Crenshaw. And when you do, do you look at their trans- 
parency of their funding and their expenditures, even though 
we 

Mr. Donovan. Absolutely. 

Mr. Crenshaw [continuing]. Don’t, because we are not allowed 
to. Even though CFPB is not one of those. I guess OCC might be. 

Mr. Donovan. And we think that transparency is actually a very 
important tool in trying to keep costs down. Drug prices is an area 
where we actually have some innovative proposals in our budget 
this year to create more transparency, which we think can help to 
control drugs costs. 

Mr. Crenshaw. But the CFPB is not one of those agencies that 
is funded outside of the appropriations process that you over- 
see — 

Mr. Donovan. It is funded, as you said correctly, as most finan- 
cial regulators are, through the 

Mr. Crenshaw. And that is not an area that you oversee? 

Mr. Donovan. It is not an area we oversee directly. 

Mr. Crenshaw. OK. Well, thank you. 

Let’s go now to Mr. Serrano, quietly. 

Mr. Serrano. Thank you, Mr. Chairman. 

My concern, Mr. Chairman, is probably more about the process 
and who we are. We are appropriators. And the Appropriations 
Committee has a reputation, a reputation that in the 1990s became 
a dirty thought, that people could actually debate and then go have 
a beer after the debate. That is the essence of our democracy. That 
is who we are as a country. There are many countries throughout 
the world where people disagree, and they try to shoot each other 
after the disagreement. 

But lately — maybe it is because it is an election year — lately, we 
have decided that President Obama is the worst President in the 
history of the country, he has done nothing, and his people do noth- 
ing, and that they just drive up the debt, and they drive up the 
debt, and they drive up the debt. 
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You know, we are a country, Mr. Chairman, that does worry 
about the senior citizen who doesn’t have something to eat, and 
that costs money. We are a country who cares about a child going 
to school and has laws about a child going to school, and that costs 
money. 

We are a country that does try, not as much as I would like to, 
you are hearing this from a liberal, try to take care of our veterans 
to the best of our ability, although liberals usually, like me, say 
don’t go to war and when they come home, give them whatever 
they need, give them everything. If it was up to me, they would get 
a house, a car, education, everything, just for putting on the uni- 
form. And if they are not citizens and they go to war, the minute 
they put on the uniform, they become citizens. That is how much 
I respect our veterans. 

But I think we have got to understand that we have a process 
here. And we can’t just blame one person. So he proposes a budget 
that we don’t like. That is why there is a guy over in the Senate 
running for President who wants to shut the government every 
day, because he doesn’t like that budget. That is his right to do so. 
But let’s not make it sound like we don’t play a role. 

I have voted for budgets that spend money. I have proposed 
budgets that spend money. But I think it is a disservice by us as 
a group — and I am not picking on anybody — as a group to forget 
that you and I were that close to voting on the same bill 2 years 
ago until somebody in the Senate gave away a piece that even you 
were not interested in giving away; and that last year, we all voted 
for a bill that we weren’t crazy about, but we knew we had to keep 
the government open and keep it working. 

So all I am saying is probably something that nobody will pay 
attention to, is that he is a public servant, I am a public servant, 
we are all public servants. We don’t get selected. We don’t get 
picked. We come and we beg people, be it at a legion hall, be it at 
a foreign wars place, be it in front of a subway station in the 
Bronx, New York, we beg people to vote for us. I will be doing that 
pretty soon. My primary is in June, and I will do it again for the 
20-something time in my life, to ask them to do that. But we have 
got to be a little more respectful of each other and a little more re- 
spectful of the process. 

I will close with this thought. The worst word you hear these 
days is “gridlock.” Gridlock. Gridlock may be democracy working. 
We didn’t come here to agree on everything. We came here to 
present our positions. In China, the budget is always on time. In 
China, the budget is always on time. Is that the system we want? 

And so rather than ask a question, I just hope that we face this 
year understanding what it is, and we know what it is, and we are 
trying to elect somebody President, and you folks are trying to elect 
somebody else President. I hope your nominee is that guy from 
New York, that will be a good thing. But, you know, we still have 
a good thing going in this country, and we shouldn’t make it sound 
like the country stinks. 

In fact, I will close with this thought. There is a gentleman run- 
ning for President who says: Let’s make America great again. You 
know what my answer is? America is great, we just need more peo- 
ple to share in its greatness. That is my philosophy. If I went 
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around saying America is not great, I will probably be run out of 
time. It is great. It is the greatest country under God’s heaven. And 
we should preserve it by starting off and understanding what our 
role is and what we have to do to make it right. 

And one last point. If we can get into debt looking for weapons 
of mass destruction that were never there, then we certainly can 
spend some money on education and on housing and so on. 

And by the way, I found the weapons of mass destruction. They 
are called failing schools in some cases. They are called senior citi- 
zens who can’t pay their rent. Those are the weapons that could 
destroy us, not the ones we are looking for. 

I am sorry for the preaching, but maybe when you are not — I 
don’t know, maybe when you are born in a territory, maybe when 
you are born slightly outside the boundaries, you realize how lucky 
you are to be in this country and how lucky you are to be a Mem- 
ber of Congress. And I feel like that every day. 

Thank you, Mr. Chairman. 

Mr. Crenshaw. Well, thank you, Mr. Serrano. And I think we all 
feel like we are lucky to be Americans. And I think we all know 
that government needs money to provide services. But sometimes 
we have to be efficient and we have to make hard choices. And I 
am sure there are a couple more questions. And my observation is, 
we have worked together, and the Director knows there is disagree- 
ment on a lot of different issues, whether it is talking about the 
budget or whether it is talking about the fence or whatever. 

So I hope nobody is kind of — one of the problems in today’s world 
sometimes is when people disagree, they tend to demonize the per- 
son they disagree with. And I don’t hear any of that today. And I 
don’t think that is a good thing. So I think we have had a spirited 
discussion. We will keep on having a spirited discussion. 

So I will recognize Mr. Womack. If he would like to be recog- 
nized. 

Mr. Womack. I concur with the chairman, and I have an enor- 
mous amount of respect for the ranking member. We have had a 
lot of discussions, disagree on baseball and many other things. And 
I have an enormous amount of respect for Shaun Donovan, and I 
want the record to reflect that. I think the conversation we are 
having is healthy, and the country needs more of it. 

I wasn’t around politics in the 1960s when two-thirds of the Fed- 
eral budget was the kind of government that we speak of here 
today. Mrs. Lowey talked very articulately about investment of the 
Federal dollar in projects that stimulate growth and development 
in our country, what we are doing in our harbors and in our water- 
ways, building roads and bridges. Those are the kinds of things — 
I was a mayor — these are the kinds of things that the Federal Gov- 
ernment does that helps give us a basis for economic development 
that creates jobs and opportunity for a lot of people. 

I just know today that the percentage of money out of our Fed- 
eral budget that is dedicated to discretionary spending, the govern- 
ment as we know it, is getting thinner and thinner, and it is put- 
ting a lot of pressure on these things, including national security, 
and that gives me a great deal of concern. 

And when I pressed the Director about the date that all of our 
money goes to mandatory spending, it is somewhere out around 
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2030, 2035, in that timeframe, which is not very far away, and we 
have to be addressing these issues. 

So, Mr. Donovan, thanks for your patience over the last several 
minutes. I am sure you were beginning to wonder if your presence 
was even needed any longer. But I want to go back to a couple of 
things and seek your input. 

I want to go to paperwork reduction, because we know the regu- 
latory burdens facing our country today are pretty intense, and I 
know what the PRA was designed to do. I am concerned a little bit 
that Federal agencies are using the generic clearances process to 
avoid the requirements of the Paperwork Reduction Act, as you 
know, enacted to minimize information collection burdens, maxi- 
mize quality of information collected. 

While 0MB has recognized that in certain instances a Federal 
agency should not have to comply with the PRA’s full require- 
ments, these instances are limited. They consist of situations where 
there is a need for multiple similar low-burden collections that do 
not raise substantive or policy issues or specifics of each collection 
cannot be determined until shortly before the data are to be col- 
lected. 

0MB has provided three examples in which generic clearance is 
appropriate: customer satisfaction surveys, focus group testing, and 
Web site usability surveys. Even though generic clearances are not 
allowed for collections that raise substantive or policy issues, I un- 
derstand that CFPB, as an example, has used generic clearance 
process to collect data on topics that it intends to issue rules on. 
For example, overdraft. 

Is it appropriate for an agency to collect information under a ge- 
neric clearance process that will be used as part of its rulemaking? 

Mr. Donovan. So, first, I would just say again, CFPB is not 
under our — power, and we do consult with them, but we cannot di- 
rect them, and they do not need to follow, generally, our rule- 
making guidelines. So in this specific case, I don’t think it is my 
place to determine what is appropriate for CFPB. But I would be 
happy, if there are other areas where you are concerned about this, 
I would be happy to look at it and suggest whether or not we think 
it violates those — our guidelines. 

Mr. Womack. OK. Well, let me ask, maybe not for the benefit of 
the CFPB, which is kind of the driver of this particular question, 
but what steps does 0MB take to prevent agencies within your ju- 
risdiction from abusing the generic clearance process? 

Mr. Donovan. So I would say we have a couple different ways. 
We do pursue regular review of the processes that they are taking. 
There are also a number of outside agencies that will look at, 
whether it is the IGs or otherwise, that will look at these kinds of 
processes. 

The other thing that we are doing proactively is our regulatory 
look-back effort, which I mentioned we have achieved over $22 bil- 
lion in savings. A significant share of that savings does come from 
paperwork reduction. 

So I think it is important that we not just be enforcing our 
standards, but also working with agencies to find proactively new 
ways that they can reduce documentation. Truck drivers, for exam- 
ple, we have a major rule at DOT we did last year that changes 
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their reporting that dramatically lowered their costs there because 
of paperwork reduction. 

Mr. Womack. Is the Paperwork Reduction Act having the desired 
effects? Could it be enhanced? Could it be better? 

Mr. Donovan. I do think — and this is really what the guidance 
that you are referring — you just referred to tries to get at — as with 
many things in government, we need to make sure that they are 
modernized to keep up with technology. And so we do see increas- 
ing use of customer satisfaction surveys and other things as critical 
to figuring out whether we are being effective as government, 
whether we are doing a good job. 

And I think the Paperwork Reduction Act wasn’t created at a 
time when many of those processes existed, and so we do feel like — 
and we have tried it within our own guidance — I think it is worth 
having a discussion about whether there are some statutory 
changes that might be useful to try to modernize what it does. 

And I think in cases we may be missing things. I have seen a 
lot of cases where the Paperwork Reduction is actually creating 
more paperwork, frankly, than it is reducing because of modern 
technology. 

Mr. Womack. I thank the Director. 

I have one other question, Mr. Chairman, that I am not going to 
ask. I will submit it for the record. A lot of attention has been 
given to the fiduciary rule, and I do have a question regarding it, 
but I will submit it for the record so as to be respectful of every- 
one’s time. 

Mr. Womack. I thank the gentleman for his work, his testimony 
today, and also for his previous work at HUD. Thank you so much 
for having a good, spirited, and constructive debate today. Thank 
you so much. 

Mr. Donovan. Thank you. 

Mr. Womack. I yield back. 

Mr. Crenshaw. Thank you. 

Mr. Graves is recognized. 

Mr. Graves. Thank you, Mr. Chairman. 

And I want to share my respect for the ranking member, Mr. 
Serrano, and greatly appreciate your reflections a minute ago. 

To Mr. Donovan, who has the unfortunate opportunity to be the 
first hearing after a district work period, what you have sensed 
today is in no disrespect for you or what you have presented to us. 
It is more of a reflection of what our jobs are, and that is to be the 
voices of our constituencies. 

Coming back from a district work period, that is what we hear, 
and that is what you have heard expressed today. I understand 
that we are the voice of our constituencies, and obviously, today, 
you are the voice of the administration. So it is two very different 
roles there for each of us. So thank you for your patience as we 
have expressed our frustration after we have sensed the pulse of 
our districts. 

But just on a different matter, I know you are a member of the 
National Ocean Council, if I could just ask you a question or two 
as it relates to that. 

Can you just help us as a committee understand, in terms of 
funds and personnel, how is that requested or how much is re- 
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quested in the President’s budget, fiscal year 2017, as well as 
maybe historically, how many resources have been allocated 
through dollars and personnel since its formation? 

Mr. Donovan. To be frank, I don’t have that information at hand 
right now. I would be happy to follow up and get you more details 
on that following the hearing. 

[The information follows:] 

The National Ocean Policy (NOP) is helping to ensure that the many Federal 
agencies involved in ocean management work together to reduce duplication and red 
tape and use taxpayer dollars more efficiently. Because NOP work is consistent with 
other existing agency missions and authorizations and is interwoven with base 
agency programs, it is not possible to separate work done to further the NOP from 
existing agency activities. As such, 0MB does not track NOP funds and FTE across 
agencies. 

For information on total Federal ocean and coastal spending across agencies, not 
specific to the NOP, please see the 2015 Federal Oceans and Coastal Activities Re- 
port (https://www.whitehouse.gOv/sites/default/files/microsites/ostp/FOCAR%202012- 
2015.pdf). 

Mr. Graves. OK. If you could that would be great. Maybe also 
include any of the annual reports that should be publicly available 
over the last couple of years for the committee. 

Mr. Donovan. Yes. 

Mr. Graves. And with that, Mr. Chairman, that is all I have. 

Mr. Crenshaw. Thank you. 

Mr. Yoder. 

Mr. Yoder. Thank you, Mr. Chairman. 

Mr. Director, three quick topics, see what we can do here in 5 
minutes. 

The first one deals with the gas tax, increase in the President’s 
budget. The President told students in Georgetown University in 
2011 that rising prices at the pump affect everybody, workers, 
farmers, truck drivers, restaurant owners, students who are lucky 
enough to have a car. The President himself said a $10 rise in oil 
prices translated to a 25 percent rise in gasoline prices. 

Given the challenges that working people face already and the 
expense that they have from their Federal Government, I believe 
there is this challenge with trickle-down government, where all 
these taxes and regulations ultimately hit working people in my 
district the hardest, the folks at the poverty line, the people strug- 
gling to get by, and the Clean Power Plan is one of them. 

In terms of this gas tax increase, explain to me why, given the 
challenges hard-working Americans are facing, why the President 
chose this time to put a gas tax burden on Americans. 

Mr. Donovan. Well, first of all, this is a tax that goes across oil, 
not just gasoline 

Mr. Yoder. Fair enough. 

Mr. Donovan [continuing]. On oil companies directly when it is 
produced at the wellhead. 

But I think, more importantly, we should also be focused on the 
burdens on families and communities that our infrastructure and 
the state of that infrastructure is producing. And so whether it is 
the hours that families spend caught in congestion, whether their 
inability to get to jobs or schools, we need to do something to make 
sure we accelerate our investment, not just in infrastructure, but 
smart infrastructure as well. 
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Traditionally, this has been a bipartisan issue. We did reach a 
bipartisan 6-year bill last year. But there is more that we can do. 
And investing in the infrastructure of the future, whether it is 
driverless cars or a broad range of other areas, the research and 
development that we need on transportation, we think that those 
costs on families need to be recognized as well. 

Mr. Yoder. In 2008, Joshua Bolten, chief of staff to then Presi- 
dent George Bush, issued a memorandum on May 9 to the heads 
of executive departments and agencies, as well as the Adminis- 
trator of the Office of Information and Regulatory Affairs, to en- 
courage them to resist the historical tendency of administrations to 
increase regulatory activity in their final months. Later, Bolten 
noted “that we did not intentionally jam or burden our successors.” 

My question for you is, does the White House intend to issue 
such a similar memo along the lines taken by the chief of staff to 
George Bush in 2008. And at that point, of course, he didn’t know 
if the next President was going to be a Democrat or Republican. 
They just said let’s not jam everyone up with tons of regulations. 
What is your position? What is the administration’s position on 
that? 

Mr. Donovan. In fact, not just are we considering it, Howard 
Shelanski has issued a memo to agencies to try to lay out the fact 
that we will enforce very consistent standards on rulemaking 
throughout the end of the administration and to encourage agen- 
cies to finish their work as quickly as possible and to make sure 
that they are prioritizing so that we don’t have a substantial un- 
usual amount of rulemalang. 

Mr. Yoder. Great. Appreciate that, continuing that tradition. 

Finally, I will ask you about the deeming rule. I know that is 
something that is under consideration at the 0MB. FDA submitted 
the final set of regulations to 0MB. 0MB has a 90-day period to 
review and it can extend for another 30 days. We have currently 
passed that 120-day mark. So I want to ask you about that. 

And then I wonder if you have taken into account the regulatory 
burden in terms of the expense of implementing all of that when 
you have tens of thousands of cigars and vapor products, and not 
just brand name products, but each different variation in flavor 
and size and consent. 

And I guess, so, one, can you clarify where we are in the process? 
We are past the 180-day review. When do you think you will actu- 
ally have a result on that? 

And then wouldn’t it be less costly and easier to implement and 
ultimately be, I think, more effective for the FDA to move a date 
forward for the newly deemed products and specifically set stand- 
ards for vapor products? Because every single one of them have 
been made after the deeming date that FDA came up with. So it 
seems like we are putting an unfair burden on my constituents 
who utilize those products and maybe overwhelming for the FDA. 

Mr. Donovan. So given that this is a rule we currently have 
under review, I can’t speak to the specifics, the merits of the rule. 
It has been under review, as you say accurately, beyond the 90-day 
period. As I said earlier, we will take the time it takes to resolve 
rules, to make sure that we get cost-benefit analysis done correctly 
and accurately. And I expect that we will finalize soon, but I can’t 
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give you a specific timeline on that, given that we are still under 
review. 

Mr. Yoder. All right. Well, as you are engaging in the review, 
those would be thoughts that you might want to take into consider- 
ation. I know you have had plenty of comments, and the FDA has 
as well, and I am assuming those are the types of things you are 
wrestling with. 

Mr. Donovan. I can assure you those are exactly the kinds of 
issues that we look at. 

Mr. Yoder. We appreciate your thoughts on that. Thank you. 

Mr. Crenshaw. Thank you. 

Mr. Serrano, do you have any closing comments? 

Mr. Serrano. No. Just to thank the chairman and thank the 
members of the committee for this hearing. It was spirited, that is 
a good thing. 

And thank you, sir, for your service to our country and for mak- 
ing New York look good all the time. Thank you. 

Mr. Donovan. Thank you. 

Mr. Crenshaw. And I would just add my words of thanks to your 
commitment to public service, and we appreciate you being here 
today. That is what the legislative process is all about, a give-and- 
take. And just appreciate your spirit and the hard job that you 
have. So we look forward to continuing to work with you as best 
we can to make this a better place for all of us. 

Mr. Donovan. Thank you. 

Mr. Crenshaw. Thank you very much. 

Mr. Donovan. Thank you for having me. 

Mr. Crenshaw. Thank you. This hearing is ad- 
journed. 
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Chairman Crenshaw 

MB Staffing 

The OMB funding and staffing have been increasing since FY 2012. 

Question: Please provide a table showing the number and percentage of civil service, non-SES new hires since 
FY 2012 that have been selected: 

1. from the President Management Fellows (PMF) program? 

2. from USAJohs.gov, exclusive of the PMF program? 

3. at pay grade of GS-13 or higher? 

4. with a veterans preference? 

See attached table. 
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'Chairman Crenshaw 

Question: Please provide an organizational chart by branch or office, including ITOR, of current FTE and 
civil service, non-SES new hires since FY 2012. 

Sec attached table. 
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OFFiCE 

FY 2012 

FY2013 

FY 2014 

FY2015 

National Security Programs 

4 

0 

4 

8 

General Government Programs 

3 

0 

6 

12 

Natural Resource Programs 

3 

0 

6 

8 

Health Programs 

3 

0 

3 

11 

Education, Income Maintenance, and Labor Programs 

0 

0 

6 

6 

Office of Federal Financial Management 

5 

0 

4 

4 

Office of Information and Regulatory Affairs 

1 

1 

0 

10 

Office of Federal Procurement Policy 

0 

0 

1 

1 

ITOR/E-Government & information Technology 

5 

0 

10 

34 

OMB-Wide Offices 

7 

1 

6 

20 

Total 

31 

2 

46 
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Chairman Crenshaw 

Question: What has been the retention rate of civil service, non-SES new hires since FY 2012? 

See attached table. 
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Chairman Crenshaw 

Question: Does OMB advertise vacancies on non-Federal government hiring websites? 

0MB relies on USAjobs.gov as the primary mechanism for public notification. However, we have posted on external 
non-Fcderal sites for a couple of specialized positions to generate awareness and interest. In all cases, the external 
postings refer the applicants back to USAjobs.gov to officially apply. 

• Toxicologist - posted on the Society for Risk Analysis and the Society for Toxicology 

• Economist - posted on Job Openings for Economists, American Economic Association 
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Chairman Crenshaw 

Question: What does OMB do to ensure that it throws the widest net to include the most diverse and talented 
pool of potential candidates? 

OMB’s diversity recruitment goal is to attract, develop and retain stafFof the highest quality, and to provide a working 
environment that will enable staff members to maximize their contributions to the achievement of OMB's mission. 
OMB’s diversity recruitment strategy focuses on several key areas including targeted outreach and engaging hiring 
managers, recruiters and OMB's Employee Rc.sourcc Groups in the process. 

OMB's diversity recruitment initiatives over the past year have adopted OPM’s best practices with the creation of 
Employee Resources Groups. ERGs are designed to cultivate a supportive, welcoming, and inclusive work environment. 
They are voluntary, employee driven groups that serve as a resource for the members and the organization by providing 
support, identifying barriers in the workplace, enhancing an employee's professional development, and providing 
organized agency-wide activities. We cuiTcntly have 1 1 employee-run groups that provide direct outreach to the staff 
and targeted communities: 

• African American 

• Arts Council 

• Asian American/Pacific Islander 

• Hi.spanic 

• Interfaith 

• OMB PRIDE 

• NextGen Young Professionals 

• Parents 

• Professional Women 

• Sports Enthusiasts 

• Veterans 

OMB also works to ensure a diverse pool in our SES Candidate Development Program to increase diversity of OMB's 
future managers. 

OMB recognizes that iUs greatest single asset is its workforce and that it is only with a diverse and inclusive workplace 
that it can truly perform at its best. 
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Chairman Crenshaw 

Ports and Waterways 

The Administration’s fiscal year 2017 budget cut Army Corps funding by 22 percent, and did not fund any 
new deep draft navigation project. 

Question: Why did the Administration propose a 22 percent reduction over last year's Army Corps budget? 

The Bipartisan Budget Act of 20 15 (BBA) provided sequester relief in FY 2016 and FY 2017, with most of the relief 
provided in the first year. The Administration takes seriously our commitment to adhere to the funding levels in the 
BBA. Doing so requires tough choices. The Budget demonstrates that we can make critical investments for our 
economic future and our national security while maintaining fiscal stability. The 20 1 7 President's Budget provides 
$4.6 billion in discretionary funding for the Corps of Engineers and focuses resources on the highest priority work 
within the agency’s three main missions; flood and storm damage reduction; commercial navigation; and aquatic 
ecosystem restoration. 
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'Chairman Crenshaw 

Question: Why did the Administration propose a reduction of almost S800 mtiiion for the highly competitive 
construction account? 

The 20 1 7 Budget builds on the Bipartisan Budget Agreement secured last fall, adhering to the discretionary levels 
provided for 2017. This funding level requires tough choices and a focus on investments that will yield the highest 
return to the Nation. The 2017 President's Budget emphasizes investments in construction projects that will yield 
high economic and environmental returns or address significant risks to public safely. In addition, the Budget 
emphasizes funding for dam safety and related work, and projects that will complete construction with llmds provided 
in 2017. 


12 



119 


Chairman Crenshaw 

Question: What criteria were used for the only new start selection in the Administration's FY17 request? 

The FY 20 i 7 President’s Budget emphasizes investments in ongoing construction projects that will yield high economic 
and environmental returns to the Nation and/or address significant risks to public safety. To comply with a Biological 
Opinion, the Budget proposes one new construction project for work on a fish passage facility at the Mud Mountain 
Dam in Washington. 
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Chairman Crenshaw 

Mandatory Agencies 

Many agencies throughout the Federal government, such as the Office of Financial Research, the Office of 
Financial Stability and the Consumer Financial Protection Bureau, fund their operational salaries and expenses 
through mandatory appropriations 

Question: How does OMB review the operational budgets of agencies that do not have an annual budget review 
by the Appropriations Committee? 

OMB closely reviews the activities, efficiency, and budget estimates for all Federal programs and agencies that are 
included in the President's Budget regardless of whether they are funded through appropriations or through direct 
spending controlled by permanent laws. Reliable, non-appropriated funding mechanisms for the Office of Financial 
Research, the Office of Financial Stability (OFS), and the Consumer Financial Protection Bureau facilitate long-term 
planning and the execution of complex initiatives. OMB's annual budget review includes an evaluation of the 
effectiveness and efficiency of agency programs, policies, and procedures and an assessment of progress in addressing 
mission-related needs, challenges, and opportunities. For example, OMB has worked closely with OFS to ensure that 
administrative costs for oversight of the Troubled Asset Relief Program (TARP) are reduced commensurate with the 
divestment of assets purchased to support credit markets and financial institutions as the TARP program winds down. 
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Chairman Crenshaw 

Question: What oversight did 0MB provide in the FY17 Consumer Financial Protection Bureau's budget 
request? 

0MB closely reviewed the estimates for the Consumer Financial Protection Bureau (CFPB) provided in the President's 
Budget for FY 20 1 7 as it does for all agencies and programs. The Dodd-Frank Wall Street Reform and Consumer 
Protection Act established the CFPB as an independent bureau of the Federal Reserve with permanent funding derived 
from excess earnings of the Federal Reserve System. CFPB’s budget is subject to 0MB oversight though it is not 
subject to 0MB approval. In addition, the Bureau regularly posts financial reports on its website and routinely testifies 
before the Congress on its budget and performance. In addition to OMB's review, CFPB is overseen by the Congress, 
GAO, and the Federal Reserve's Inspector General. 
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r^hairman Crenshaw 

Question: How does OMB ensure that agencies with mandatory funds are acting in a fiscally responsible 
manner? 

When OMB reviews agency operational budgets, we take into account all sources of funding, including both 
discretionary and mandatory funding. Agency budget submissions include detailed information on administrative 
spending, including IT contracts, hiring plans, and real property expenses. OMB reviews these submissions, and 
works with agencies to ensure that the President's Budget reflects efficient and effective operational plans. As agencies 
execute their plans during the year, OMB also exercises oversight of the same financial management, information 
technology, procurement, and other responsibilities wifli respect to mandatory spending as we do with discretionary 
spending. 
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Chairman Crenshaw 

Question: How many agencies use mandatory funds to pay for their staff and operating budgets? 

According to data underlying the President's 2017 Budget, 34 Executive Branch agencies use mandatory funds for 
personnel compensation. This total includes 1 2 cabinet departments, four mid-size agencies, 1 7 smaller independent 
agencies, and the U.S. Postal Service. In many cases, this use of mandatory funding involves spending from revolving 
funds, where agencies are authorized to collect fees for services they provide and to spend those fees without further 
appropriation. Of the 34 agencies, 2 1 agencies fund these mandatory obligations from at least one revolving fund. 
The attached table lists the 34 agencies and indicates those where some or all of the applicable accounts involve 
revolving funds. 
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Agencies Using Mandatory Funds to Pay Staff and Operating Budgets* 


AgSJISy r;,' 

Department of Agriculture 

Department of Commerce 

Department of Defense-Military Programs 

Department of Energy 

Department of Health and Human Services 

Department of Homeland Security 

Department of the Interior 

Department of Justice 

Department of Labor 

Department of Transportation 

Department of the Treasury 

Department of Veterans Affairs 

Corps of Engineers-Civil Works 

Environmental Protection Agency 

Genera! Services Administration 

Office of Personnel Management 

Bureau of Consumer Financial Protection 

Council of the Inspectors General on Integrity and Efficiency 

District of Columbia 

Equal Employment Opportunity Commission 

Farm Credit Administration 

Farm Credit System Insurance Corporation 

Federal Deposit Insurance Corporation 

Federal Financial Institutions Examination Council 

Federal Housing Finance Agency 

Federal Retirement Thrift Investment Board 

Gulf Coast Ecosystem Restoration Council 

Independent Payment Advisory Board 

National Archives and Records Administration 

National Association of Registered Agents and Brokers 

National Credit Union Administration 

Postal Service 

Tennessee Valley Authority 

Vietnam Education Foundation 

* Executive Branch only. 

** Some or all of the applicable accounts are revolving funds. 


With Revolving Fund** 
X 
X 
X 
X 
X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 


X 

X 

X 
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Chairman Crenshaw 

National Ocean Policy Executive Order 

President Obama's National Ocean Policy Executive Order directs all executive departments, agencies, and 
offices that are members of the National Ocean Council and any other executive department, agency, or office 
whose actions afTect the ocean, our coasts, and the Great Lakes to "take such action as necessary" to implement 
the National Ocean Policy and participate in the process for coastal and marine spatial planning. 

Question: As a member of the National Ocean Council, what Is the total funding and personnel requests in the 
President's FY 2017 Budget for activities in support of the National Ocean Policy? 

The National Ocean Policy (NOP) is helping to ensure that the many Federal agencies involved in ocean management 
work together to reduce duplication and red tape and use taxpayer dollars more efficiently. Because NOP work is 
consistent with other existing agency missions and authorizations and is interwoven with base agency programs, it 
is not possible to separate work done to further the NOP from existing agency activities. As such, 0MB docs not 
track NOP funds and FTE across agencies. 

For information on total Federal ocean and coa.stal spending across agencies, not specific to the NOP, please see the 
2015 Federal Oceans and Coastal Activities Report 

(https:/7www.whitehouse.gov/sites/dcfault/fiies/microsites/ostp/FOCAR%2020 12-20 1 5.pdf). 
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'Chairman Crenshaw 

Question: How much has been allocated on implementation for the National Ocean Policy since the policy was 
established in July 2010? 

Because NOP work supports and is interwoven with base agency authorizations and programs, it is not possibie to 
separate work done to further the NOP from existing agency activities. As such, 0MB does not track such allocations. 

For information on total Federal (x:can and coastal spending across agencies, not specific to the NOP, please see the 
2015 Federal Oceans and Coastal Activities Report 

(https://www.whitehouse.gOv/sites/default/files/microsites/ostp/FOCAR%202012-2015.pd0- 
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'Chairman Crenshaw 

Question: Pursuant to the Executive Order, what actions has OMB taken to impiement the National Ocean 
Policy? 

Any actions to implement the NOP arc part of agencies' existing missions and authorizations; likewise, the actions 
OMB has taken are part of the normal coordination and review process of agency activities. For example, a goal of 
the Policy is to reduce adverse ocean and coastal conditions, which is also consistent with the core mission of several 
agencies. OMB worked with the National Oceanic and Atmospheric Administration to craft the FY 2016 and 2017 
President's Budget requests for ocean acidification research, which, if enacted, will benefit shellfish and other fisheries, 
coral reefs, and coastal communities across the nation. 
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Chairman Crenshaw 

Recommendations adopted by the National Ocean Policy Executive Order stated that the National Ocean 
Council Co-Chairs, "in collaboration with OMB," would "develop an annual interagency ocean budget guidance 
memorandum." 

Question: What is the status on efforts to develop an annual interagency ocean budget guidance memorandum? 

Neither the National Ocean Council Co-Chairs nor OMB issued an interagency ocean budget guidance memorandum 
for the FY 2017 President's Budget. 
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rihairman Crenshaw 

The National Ocean Council's Steering Committee is to meet at least every other month in consultation with 
OMB. 

Question: Has the National Ocean Council Steering Committee met with OMB? If so, please describe the 
purpose and outcome of any such consultations. 

The National Ocean Council Steering Committee has not had regular or formal meetings with OMB. Steering 
committee staff and OMB staff informally discuss activities on an as-needed basis. 
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Chairman Crenshaw 

President Obama's National Ocean Policy Executive Order required annual reports including actions taken 
by the agency in the previous calendar year to impiement the order. 

Question: Has OMB prepared and made publicly available any such annual report for calendar years since 
2010 ? 

The National Ocean Council released a Report on the Implementation of the National Ocean Policy in 2015 

(https://www.whitehouse.gov/sites/default/files/docs/nop_ highlights annuaI_reporl_final_-_l 503 1 0.pdt). This report 

is a compilation of coordinated Federal agency actions, consistent with their existing authorizations, that support the 
National Ocean Policy. 
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Chairman Crenshaw 

DATA Act Implementation 

OMB's budget request includes operational funds to be used for statutory requirements including the DATA 
Act. However, the FY17 budget request does not include any DATA Act implementation activities. 

Question: What funds and personnel have been designated to DATA Act implementation activities? 

DATA Act implementation activities are part of OMB’s broader missions under government-wide financial 
management, Federal procurement policy, and budget formulation and execution. No new funds have been allocated 
for DATA Act implementation above existing levels. 

0MB is devoting staff time across management, OMB-wide, and resource management offices to support DATA 
Act implementation and compliance. To the maximum extent possible, OMB has incorporated DATA Act activities 
into the broader landscape of OMB’s work to promote increased transparency in Federal spending, ongoing work 
related to annual budget formulation and budget execution activities, and initiatives related to Federal procurement 
policies. 


25 



132 


Chairman Crenshaw 

Question: What resources are requested for compliance activities in the FY17 request? 

0MB is devoting staff time across management, OMB-wide, and resource management offices to support DATA 
Act implementation and compliance. To the maximum extent possible, 0MB has incorporated DATA Act activities 
into the broader landscape of OMB's work to promote increased transparency in Federal spending, ongoing work 
related to annual budget formulation and budget execution activities, and initiatives related to Federal grants and 
procurement policies. 

DATA Act implementation activities arc part of OMB’s broader missions under government- wide financial 
management. Federal procurement policy, and budget formulation and execution. No new funds have been allocated 
for DATA Act implementation above existing levels. 
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Chairman Crenshaw 

Question: How is OMB providing timely guidance to agencies on preparing its data-centrlc accounting and 
award reporting, as well as the requirement to complete the grantee and contractor award reporting pilot 
projects in compliance with Section 5 of the Act? 

In accordance with the Act, OMB issued Memorandum M- 15- 12 in May 2015 to provide guidance for continued 
award-level reporting, new requirements for both agency-level and award-level reporting, and implementation of 
data standards for data published on USAspcnding.gov (or its successor site). OMB and the Department of the Treasury 
also issued data definition standards for USAspending.gov last summer. These 57 data definition standards were 
developed through a yearlong process, during which OMB and the Department of the Treasury consulted with 
representatives from the Federal councils and lines of business to discuss how agencies use these data elements in 
their operations, as well as non-Fcdcral stakeholder communities, including recipients, open government groups, and 
industry. During the standardization process, OMB and the Department of the Treasury learned of some areas in 
which agencies could use more guidance; OMB will be issuing guidance to agencies to address these matters this 
year. Additional guidance is scheduled to be issued in spring 2016 that will include further policy clarifications on 
financial reporting and implementation related to DATA Act requirements. 

OMB is working closely with the Department of Health and Human Services and the General Services Administration 
to meet the requirements of the Pilot to Reduce Recipient Reporting Burden detailed in Section 5 of the Act. Although 
this pilot will primarily involve recipients of Federal awards and does not contain requirements for agencies, agencies 
are being kept apprised of pilot activities through the existing DATA Act Implementation governance structure. 
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Chairman Crenshaw 

0MB Oversight Related to Information Quality Act Requests 

It is essential that federal agencies are appropriately evaluating the quality, objectivit>', utility and integrit>' 
of any scientific and economic information supporting agency guidance and rulemakings. 

Question: How does OMB review agency responses to Information Quality Act requests? 

OMB’s current practice is consistent with The Office of Information and Regulatory Affairs 2002 memorandum for 
the President's Management Council regarding "Executive Branch Implementation of the Information Quality Law" 
(available at: https://www.whitehouse.gov/sitcs/defauit/6les/omb/asscts/omb/inforeg/pmc_graham_100402.pdf)- 
This memorandum requests that Federal agencies forward Information Quality requests-for-correction and 
administrative appeals to OMB so that we can provide clarifying guidance and assistance on applying IQA guidelines. 
OMB review focuses on facilitating government-wide consistency in the implementation of OMB’s February 2002 
"Guidelines for Ensuring and Maximizing the Quality, Objectivity, Utility, and Integrity of Information Disseminated 
by Federal Agencies” (available at: 

https;//www^ whilehouse.gov/sites/default/files/omb/assets/omb/fedreg/reproducibie2. pdf). 
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Chairman Crenshaw 

Question: What Is the average amount of time OMB spends reviewing agencies Information Quality Act 
requests? 

The staff time needed to understand the nature of the information being challenged and the agency's response to OMB 
inquiries varies depending on the complexity of the issue. Some requests can be reviewed by OMB in a very short 
time period, sometimes less than a business day. Other times, OMB may request one or more discussions with an 
agency. 
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Chairman Crenshaw 

The Administrative Procedure Act (APA) gcneraliy provides for judicial review of final agency action. Final 
actions under the Data Quality Act, however, are currently not covered under the APA. 

Question: How docs OMB ensure the accuracy of information forms the basis of federal rules and regulations? 

Evaluation olThe quality of the information used to support policy is an important component ofOMB's review under 
E.O. 12866 and E.O. 13563. More specifically, E.O. 13563 states that "each agency shall ensure the objectivity of 
any scientific and technological information and processes used to support the agency’s regulatory actions." 
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Chairman Crenshaw 

Question: Has OMB developed guidelines for ensuring and maximizing the quality, objectivity, utility, and 
integrity' of information disseminated by federal agencies? 

Yes, in fulfillment of the requirement in the Information Quality Act, OMB released guidelines in 2002: "Guidelines 
for Ensuring and Maximizing the Quality, Objectivity, Utility, and Integrity of Information Disseminated by Federal 
Agencies," (available at: https://www.whitehouse.gov/sites/defauIt/files/omb/assets/omb/fedreg/reproducible2.pdf)- 
These guidelines required Federal agencies to issue their own implementing guidelines. Agencies post their 
ageney-specific information quality guidelines on their web site, and OMB also compiles a listing of the URLs for 
agency-specific guidelines (available at: hltps://www.whitehouse.gov/omb/inforeg_agency_info quaiily Jinks/). 
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Chairman Crenshaw 

Congress is increasingly focused on ensuring that federal agencies are both transparent and accountable in 
how they spend taxpayer funds through federal grants. However, many federal agencies still lack disclosure 
standards and consistent procedures. 

Question: How has OMB worked with federal agencies to provide the public with readily accessible information 
on grantees, grant applications, evaluation criteria, and other relevant information? 

OMB’s leadership to reform Federal grants management policy, culminating in the issuance of the 20 14 final Uniform 
Guidance has been important in ensuring that the public and potential grant recipients are aware of assistance 
opportunities, the associated eligibility requirements, and evaluation criteria. The Uniform Guidance includes 
requirements to provide public notice of Federal financial assistance programs to the Catalog on Federal Domestic 
Assistance (CFDA) and requires Federal awarding agencies to post competitive opportunities to an OMB-designated 
Government-wide web site, currently Grants.gov, for finding and applying for grants. For both requirements, the 
Uniform Guidance requires agencies to include specific information regarding program eligibility, evaluation criteria, 
application submission information, and post-award requirements. These requirements help ensure that the public 
and potential recipients are well informed regarding grant programs and opportunities. 

In addition, to improve information provided to the public on grant awards made, OMB has worked with the Federal 
community, pursuant to the Federal Funding and Accountability and Transparency Act (FFATA), to have Federal 
awards published on USAspending.gov, a one-stop publicly available website with information on what Federal 
awards have been made, to whom, w'herc, and for what reason. This requirement and the associated improvements 
iated to the OMB and Treasury-led efforts to implement the Digital Accountability and Transparency Act of 2014 
. jATA Act) provide the public with readily accessible information on grantees and grant awards. 
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Chairman Crenshaw 

Question: Has OMB provided guidance establishing merit-based selection procedures for competitive grant 
programs? 

In addition to each grant competition's requirements under statute and/or regulation, OMB has set forth general 
guidelines for agencies to conduct merit-based selection procedures in the Uniform Guidance. For competitive grants, 
the Uniform Guidance requires Federal awarding agencies to design and execute a merit review process for applications, 
unless prohibited by Federal statute. This process must be described or incorporated by reference in the funding 
opportunity notice available on Grants.gov. 


33 



140 


Chairman Rogers 

OMB Oversight Related to Information Quality Act Requests 

The Committee has received reports that some agencies are placing documents on their websites which contain 
a disclaimer indicating that the document is exempt from the Information Quality Act because the agency is 
not disseminating the data or a report but only providing a ’’bulletin board” where outside parties can express 
their opinion on a particular subject matter. 

Nonetheless these bulletin boards contain the logo of a federal agency and most certainly create the impression 
of agency approval of the content therein. 

Question: What recourse do affected persons have to correct documents on agency websites when the agency 
claims the documents arc not subject to the Information Quality Act? 

OMB's "Guidelines for Ensuring and Maximizing the Quality. Objectivity, Utility, and Integrity of Information 
Disseminated by Federal Agencies" have a definition of "dissemination", which may provide guidance to interested 
parties on whether or not a particular item's inclusion on an agency website may be covered by the Act. In addition, 
we are aware that the Administrative Conference of the United State (ACUS) is currently considering making 
recommendations regarding publicly available online consumer complaints databases, including publication of 
procedures for requesting corrections in this area. 
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r^hairman Rogers 

OIRA Federal Databases 

The Office of the Inspector General has reported on errors in GSA’s Federal Procurement Data System which 
are detrimental to small businesses because they identify procurements which in fact went to large businesses 
In lieu of small businesses. 

We believe that the aforementioned deficiency is not unique to the GSA database. 

Question: What is OMB doing to make sure that publicly-searchable databases come into compliance the 
Information Quality Act? 

OMB is responsible for general oversight of the Information Quality Act, but relies on agencies to ensure the quality 
of each database that they disseminate to the public is compliant w'ith OMB's and their agency-specific Information 
Quality Guidelines. Consistent with OMB's Guidelines and OMB's Memorandum for Heads of Executive Departments 
and Agencies regarding "Open Data Policy - Managing Information as an Asset" (M- 13-13, available at: 
https://www.whitehouse.gov/sitcs/dcfaultyfiles/'omb/mcmoranda/20l3/m-l3-13,pdf) data should be "described fully 
so that consumers of the data have sufficient information to understand their strengths, weaknesses, analytieal 
limitations, security requirements, as well as how to process them." 
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Chairman Rogers 

OIRA Staff Level 

Since Its inception some thirty-five years ago, OIRA has suffered nearly a 50% reduction in its level of 
employment although its statutorily required workload has increased. 

Question: Why hasn't OMB prioritized this office? 

0MB places a high priority in providing all of its offices, including OIRA, with the resources they need to accomplish 
their important missions. 
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Chairman Rogers 

OIRA Midnight Regulations 

VirtuaUy every Administration attempts to flood the Federal Register as its term comes to an end. 

Question: What plan does OMB have in place to address the issue of Midnight Regulations, particularly since 
it is operating at a reduced staff level? 

On December 17, 2015, OIRA Administrator Shelanski issued a memo to Deputy Secretaries outlining OMB's 
expectations about regulatory review at the end of the Administration. The memo reiterates that OIRA will continue 
to be guided by the same practices and principles for the development and review of regulations that we have upheld 
throughout this Administration. OIRA is committed to reviewing all regulations in compliance with governing 
Executive Orders and OMB Circulars. Agencies should therefore plan accordingly to avoid a last minute rush of 
regulations. 
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Chairman Rogers 

OIRA Outreach to Small Businesses under the Information (Data) Quality Act 

The Information (Data) Quality Act has been used by a number of sectors to reduce the regulatory burden 
resulting from poor data. 

However one sector which is marked by its absence from the use of the DQA is the small business sector. 
Historically the small business sector did not have the resources to file petitions under the Act or were concerned 
about incrimination. 

At the same time federal agencies had no incentive to promote the use of a statute which would allow their 
constituencies to challenge their work. 

Question: Given that the statute designates OMB as the agency In charge of the implementation of the 
Information (Data) Quality Act, please inform the Committee of any program OMB has to address its absence 
from the small business community. 

The concerns of the small business sector are important to the Administration; however, OMB does not recruit 
stakeholders to use the process. We do respond to procedural questions raised by those who would like to use the 
request-for-corrcction process, and we have i.s.sued guidance, and have given presentations to organizations that have 
requested information about how the request-for-corrcction process works. 

We would also note that GAO’s recent report listed the organizations who filed requests for correction with agencies 
tween 20 1 0 and 20 1 4 (Appendix 2, beginning on page 44 of http://www.gao.gov/products/GAO- 16-11 0). Although 
they do not list "small businesses" as a category, the list does include some smaller organizations. 
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Rep. Yoder 

Regulatory Environment in Administration Changeover 

Thank you for your recent testimony before the House Financial Services and General Government 
Appropriations Subcommittee. During our questioning, 1 asked you a question regarding the current 
Administration's plans for transitioning to the next President Near the end of George W. Bush's Presidency, 
former White House Chief of Staff John Bolten issued a memorandum to the Heads of Executive Departments 
and Agencies as well as the Administrator of the Office of Information and Regulatory Affairs (OIRA). This 
memo directed the agencies to "resist the historical tendency of administrations to increase regulatory activity 
in their final months." Bolten's stated goal was to reduce the potential burden that last-minute regulatory 
action could have on the incoming administration. 

My question to you was whether the current Administration would take a similar approach to the coming 
transition. 1 was pleased to hear you affirm that the Administration's position is to complete all rulemaking 
in a timely manner and abstain from undertaking an unusually high amount of regulatory action. You also 
stated that OIRA Administrator Howard Shelanski has already circulated a memorandum to that effect. I 
read that memo, and would like to ask three more questions to clarify the Administration's regulatory intentions. 

Administrator Shelanski's memo asks agencies to "complete their highest priority rulemakings by the summer 
of 2016." 

Question: Does the term "complete" in this instance refer to issuing a final rule? 

not, please define precisely what "complete" means in this context. 

The memorandum states that agencies should strive to complete their nilcmakings by the summer of 2016. The 
memorandum encouraged agencies to issue such final rules in that general time period; however, the memorandum 
also .states that agencies will be issuing rules throughout 2016, and that the dates established in the latest Regulatory 
Plan and Agenda should be adhered to. In addition, while many agencies are striving to issue final rules by the end 
of the Administration, wc nevertheless anticipate that agencies will continue to issue proposed rules throughout 2016. 
Such proposed rules may implement statutory changes, initiate new retrospective review efforts, or be necessary for 
continued program operations. Administrator Shelanski's memo was meant to encourage agencies to submit draft 
regulations to OIRA in a timely manner so that OIRA can continue to review regulations consistent with the practices 
and principles for the development and review of regulations that wc have upheld throughout this Administration. 
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Rep. Yoder 

Administrator Shelanski's memo appears to be based on a wish to ’’avoid an end-of-year scramble." 
Administrator Shelanski seems to be more concerned about administrative inconvenience rather than about 
the potential harm that rushed regulation might have on the American people and the next president. 

Question: Do you agree that the cumulative impact of regulations and the potential for unintended consequences 
should be taken into account as agencies consider completing their regulatory actions before the end of the 
Administration's term? 

0MB takes seriously an orderly transition between administrations. It is essential to assure that regulations issued at 
the end of the Administration arc not nishcd, but rather reflect the same high standards that have applied throughout 
this Administration. OMB's review standards always include the consideration of the cumulative impact of regulations 
on an industry when deciding whether to issue a new one, and the retrospective review of regulations already on the 
books to see if they are no longer necessary. 
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Rep. Yoder 

The memo states that "OIRA will continue to be guided by the same practices and principles for the development 
and review of regulations that we have upheld throughout this Administration." In light of the potential 
cumulative impact of increased regulatory action in the final months of an administration, it seems that new 
regulations this year may warrant increased scrutiny. 

Question: Have you considered using a higher standard of review for new regulations in 2016, in order to 
better prevent rushed, burdensome rulemaking from taking place? 

As Administrator Shelanksi's memo stales, OIRA will continue to be guided by the same practices and principles for 
the development and review of regulations that we have upheld throughout this Administration. These principles 
include the standards set forth in E.O. 12866. This executive order has effectively guided regulatory review across 
multiple administrations. We do not see a reason to deviate from standard practices or to impose a higher standard 
in the last year of an administration. 
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Rep. Womack 

Fiduciary Definition - Morning Star 

OMB currently has under review the U.S. Department of Labor’s highly-controversial second attempt at 
proposed regulations concerning the definition of fiduciary. 1 n December, a study by Morningstar agreed with 
critics of the rulemaking that the Department is ’’vastly underestimating the rule's potential impact. This 
highly-regarded company noted that while the government’s economic analyses "have a high-end annual cost 
estimate of $1.1 billion,” Morningstar’s own analysis resulted in a "low-end" estimate that is "more than 
double" this "high-end" projection by the government 

Question: What procedures docs OMB undertake when there is such a discrepancy between an agency's 
analysis and that of highly-regarded, disinterested parties? 

OMB is aware of the Morningstar study and, as with all other regulatory reviews, OMB may consider third-party 
research and analysis during the course ofa review. 
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Rep. Womack 

Fiduciary Definition - Office of Advocacy 

Besides the discrepancies between the Department ofLabor (DOL) economic impact analysis and the assessments 
of highly-regarded private parties is the disagreement the ’’fiduciary” rule has engendered between government 
agencies concerning the rule's compliance with regulatory analysis mandates related to small business. The 
Small Business Administration's Office of Advocacy said in a letter to DOL that it is: 

''[Cjoncerned that the Initial Regulatory Flexibility Analysis ("IRFA") contained in the proposed rule lacks 
essential information required under the Regulatory Flexibility Act (’'RFA"). Specifically, the IRFA does not 
adequately estimate the costs of the proposal or the number of small entities that would be impacted by it.'' 
The Office of Advocacy further explained to DOL that its Initial Regulatory Flexibility analysis is deficient to 
the extent it "does not clearly state what constitutes a small business in the analysis for this rulemaking... 
[and] it is uncertain whether the IRFA contained in the proposed rule accurately takes into account all of the 
potential small business impacts of the proposal." The Office of Advocacy went on to recommend to DOL that 
it "should consider both obtaining additional information on small entities as well as providing cost estimates 
in ranges and running multiple sensitivity analyses to see how the costs of the rule might change if some of the 
factors considered by DOL are different than its assumptions." 

DOL seems to have ignored these recommendations from the Office of Advocacy as to steps it could take to 
ensure an adequate assessment of the rule’s potential impacts on small business. 

'Question: What is OMB's policy when reviewing a rulemaking from an agency that the Office of Advocacy 
vnsiders to have a deficient analysis concerning potential impacts on small business? 

With regards to 0MB interaction with SBA’s Otficc of Advocacy during a niic review, there is a standard interagency 
process OIRA follows. When 0MB reviews a draft regulation under Executive Order 12866 that is anticipated to 
impose a significant economic impact on a substantial number of small businesses, 0MB relies on the expertise of 
the Office of Advocacy. This helps ensure that the issuing agency prepares a regulatory flexibility analysis when 
required by the Regulatory Flexibility Act. When the Office of Advocacy considers a regulatory flexibility analysis 
to be deficient, 0MB ensures that the specific issues raised by the Offiee of Advocacy are addressed during the course 
of OMB's review of the rule. The process of addressing these issues is similar to that used to address other issues of 
analysis or policy that are Identified during OMB review. 
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Rep. Womack 

Question: Does OMB defer to the Office of Advocacy on such issues 

Please see response above. 
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Rep. Womack 

Question: Does OMB ignore the Office of Advocacy? 

Please see responses above. 
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Rep. Womack 

Question: And in relation to this rule, do you agree with the Office of Advocacy's assessment? 

Please see responses above. 0MB relies on the expertise of the Office of Advocacy when reviewing draft rules that 
arc likely to impose a significant economic impact on a substantial number of small businesses. 
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Rep. Womack 

Question: Is OMB requesting any additional analysis from DOL to address the issue raised by the Office of 
Advocacy concerning the deficiencies in DOL*s Regulatory Flexibility Analysis? 

When OMB reviews a draft regulation that is anticipated to impose a significant economic impact on a substantia! 
number of small businesses, we involve SBA’s Office of Advocacy in the interagency review process established by 
Executive Order 12866. Doing so helps ensure that the issuing agency prepares a regulatory flexibility analysis when 
required by the Regulatory Flexibility Act. When the Office of Advocacy considers a regulatory flexibility analysis 
to be deficient, OMB ensures that the specific issues raised by the Office of Advocacy are considered during the 
course of OMB's review of the rule. 
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Rep. Amodei 

Department of Labor fiduciary rule: OMB Review responsibility 

The Department of Labor proposed a rule that could dramatically limit the amount of services retail investors 
are able to provide particularly lower-dollar retirement accounts. This would include many small business 
investors and individuals who need flnancial advice but can't afford a fully managed account. The rule would 
have significant and hroad effects on the investment industry. 

All indication from the Department of Labor per their previous hearings has indicated the rule will be 
implemented before January of 2017 and a new president takes over, pending OMB review completion and 
approval. These implementation plans are a part of the information that OMB must review and decide if they 
are compliant with the law governing the regulation process which states that regulation must consider the 
burden to stake holders. 

The Chamber of Commerce believes the cost of implementation will be around $3.9 billion which is far greater 
than the DOL estimates. The Chamber also expresses concern that the Small Business Administration's Office 
of Advocacy was not allowed to review the rule before it was sent to OMB. 

The OMB review process is dictated by Executive Order 12866 which was signed by President Bill Clinton in 
1993. President Barrack Obama made a supplemental executive order on the review process in 201 1, EO 
13563. Both EOs state that regulators must consider a cost-heneht analysis including the total cost of cumulative 
regulations. OMB is responsible through the Office of Regulatory Affairs for ensuring regulations proposed 
agencies have followed the EOs standards. OMB has no minimum requirement for review, only a maximum 
. 90 days. The EOs require OMB to ensure new regulations arc conducted In the principals set forth in the 
EO which include cost burden analysis on industries of varied sizes and the tailoring of regulation to be of the 
least burden (Implementation). 

Question; What consideration will OMB use when reviewing the rule in regards to Department of Labor best 
practices in determining appropriate cost benefit analysis? 

As you summarized above, OMB reviews agency regulatory impact analyses for consistency with EO 1 2866 and EO 
13563. OMB also reviews regulatory impact analyses for consistency with OMB Circular A-4, which provides 
guidance to agencies on conducting regulatory analyses. 


48 



155 


Rep. Amodei 

Question: Does OMB believe that an 8 month implementation period for a rule as large as the DOL's conflict 
of interest proposal is in the spirit of either EO 12866 or 13563? 

DOL has received considerable input on the implementation period, as has OMB during the course of the meetings 
we conduct upon request with outside parties as part of the EO 12866 review process. While we cannot comment on 
DOL's draft final rule at this time, OMB reviews all provisions of draft regulations using the principles set forth in 
EO 12866 and 13563. OMB will consider the length of the implementation period as it would any other provision of 
DOL's draft final rule. 
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Rep. Amodei 

Question: Because OMB does not have the input of the SBA office of Advocacy in the DOL proposal, how will 
it determine how small businesses arc affected per the EO requirements? 

OMB shared the draft final rule with the Office of Advocacy during the course of the review. As a general matter, 
when OMB reviews a draft regulation that is anticipated to impose a significant economic impact on a substantial 
number of small businesses, we involve SBA's Office of Advocacy in the interagency review process established by 
Executive Order 12866. Doing so helps ensure that the issuing agency prepares a regulatory flexibility analysis when 
required by the Regulatory Flexibility Act. If the Office of Advocacy considers a regulatory flexibility analysis to be 
deficient, OMB will ensure that the specific issues raised by the Office of Advocacy are considered during the course 
of OMB’s review of the rule. The process of addressing these issues is similar to that used by OMB to address other 
issues of analysis or policy that arc identified during OMB review. 
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Rep. Amodei 

Section 913(g) of Dodd-Frank passed into law in 2010 gives explicit authority to establish fiduciary standards 
to the Securities Exchange Commission (SEC). The law specihcaliy states the SEC must promulgate rules 
restrieting certain practices and conflicts of interests if the SEC deems such rules appropriate and current 
practice contrary to public interest However, 5 U.S.C. includes the Reorganization Order no. 4 of 1978 which 
transferred the authority of fiduciary obligations under the Employee Retirement Investment Act (ERISA) 
to the Department of Labor. In The FDA V. Brown and Williamson Tobacco Corp. the Supreme Court of the 
United States decided that later decisions made by Congress that are more specific than earlier granted 
authorities take precedence to the older authorities, and closes out the ability of the former agency of jurisdiction 
to regulate even if the new law docs not expressly revoke the older authority. The 2010 Dodd-Frank law is a 
clear intent of Congress to give fiduciary rule making authority to the SEC. The 1978 regulatory order was 
codified through executive order and by its own text intended to be temporary until the efficacy of the new 
jurisdiction was determined and proposals were made to Congress for permanent legislative solutions. In 1 980, 
OMB determined the reorganization had alleviated confusion aud improved administration of the law. Congress 
never legislated a long-term solution and the E.O. was eodified through lack of Congressional disapproval not 
through express Congressional intent. 

At minimum, the authority of the DOL to promulgate fiduciary regulations is debatable. SEC chairman, Mary 
Jo White stated that the issuance of fiduciary standard rules were in draft stages and a top SEC priority. In 
fact, the SEC agenda for 2016 published with OMB states that the SEC will propose a new uniform fiduciary 
standard by fall of 2016. 

^uestion: OMB is directed to ensure regulations are consistent with applicable law. Does OMB believe that 

.gal authority as conflicting as the DOL's in regard to fiduciary is an appropriate statutory foundation for 
regulation? 

While we cannot comment on the specifics of this rulemaking, as it is under formal review under EO 12866, we 
would note that section 3(2l)(A) of ERISA provides that a person is a fiduciary with respect to a plan to the extent 
he or she (i) exercises any discretionary authority or discretionary control with respect to management of .such plan 
or exercises any authority or control with respect to management or disposition of its assets; (ii) renders investment 
advice for a fee or other compensation, direct or indirect, with respect to any moneys or other property of such plan, 
or has any authority or responsibility to do so; or, (iii) has any discretionary authority or discretionary responsibility 
in the administration of such plan. Section 4975(c)(3) of the Internal Revenue Code identically defines "fiduciary" 
for purposes of the prohibited transaction rules set forth in Code section 4975.* 

* Under Reorganization Plan No. 4 of 1 978, 5 U.S.C. App. 1 , 92 Stat. 3790, the authority of the Secretary of the 
Treasury to issue regulations, rulings, opinions, and exemptions under section 4975 of the Code has been transferred, 
with certain exceptions not here relevant, to the Secretary of Labor. 
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Rep. Amodei 

OMB is directed to ensure the decisions of one agency do not conflict with policies or actions taken or planned 
by another agency. 

Question: Since OMB published the SEC 2016 agenda and is aware of their Intent to propose a uniform 
fiduciary standard per the 2010 Dodd-Frank law, how will that effect their review of the Department of Labor 
rule on the same subject matter? 

To ensure that draft regulations would not conflict with the actions of another agency, OMB shares draft regulations 
with other relevant agencies in the course of the interagency review process. OMB will then convey the views provided 
by agencies involved in the review to the issuing agency. OMB has shared DOL's draft final rule with SEC during 
this review. OMB also notes that DOL has consulted with SEC of its own accord on numerous occasions.* 

* See letter from Acting Assistant Secretary Adri Jayaratne to Chairman Kline and Chairman Roe dated March 1 6, 
2015 . 
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U.S. Department of Labor 


Asastant Secr^ary for 

Congresaonal and Intergovo'nmentai Affairs 

WasWngton, D.C. 20210 


March 16, 2015 


The Honorable John Kline 
Chairman 

Committee on Education and the Workforce 
U.S. House of Representatives 
2181 Rayburn House Office Building 
Washington, D.C. 20515-6100 


The Honorable Phil Roe, M.D. 
Chairman 

Subcommittee on Health, Employment 
Labor and Pensions 


Dear Chairman Kline and Chainnan Roe: 

I am wiiting in response to your March 4, 2014 letter to Secretary Thomas E. Perez regarding the 
Department of Labor’s efforts to protect retirement savings for middle class families from 
harmful conflicts of interest by updating the fiduciary standard under the Employee Retirement 
Income Security Act of 1974 (ERISA). The Department appreciates the opportunity to provide 
you with an update on our efforts and coordination between the Department of Labor and the 
Securities and Exchange Commission. 

A new rcpcvi'i from the President’s Council of Economic Advisers shows that the current, broken 
regulatory environment creates misaligned incentives that cost working and middle class families 
billions of dollars a year — with some individual families losing tens of thousands of dollars of 
their retirement savings.’ These incentives cause some retirement advisers, including brokers and 
insurance agents, to encourage working and middle class families to move from low-cost 
employer plans to individual retirement accounts (IRA) that typically entail higher fees — and to 
steer working and middle class families into higher-cost products within the IRA market. 
Conflicts of interest, such as back-door payments or hidden fees for directing investors to 
products that are not in their best interest, likely lead, on average, to $17 billion of losses every 
year for working and middle class families. The Department’s new proposal aims to remove 
outdated regulatory loopholes that make it hard for America’s workers to count on receiving 
retirement investment advice that is in their best interest. 

Although the Department and the SEC have different statutory responsibilities, we both 
recognize the impoilance of working together on regulatory issues in which our interests overlap, 
particularly where action by one agency may affect the community regulated by the other 
agency. To that end, the Department sought technical assistance from the SEC during the 
development of the draft proposal. That technical assistance has helped the Department draft a 
proposal that strikes a balance between protecting individuals looking to build their savings and 


White House Council of Economic Advisers, The Effects of Conflicted Investment Advice on 
Retirement Savings (Feb. 2015), 

https:/ 'v\avw-whitehousc.gov’^sites/default/files/docs/cea coi rcpoit final.pdf 
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minimizing disruptions to the many good practices and good advice that the financial services 
industry provides today. 

As SEC Chair Mary Jo White has acknowledged on numerous occasions,^ over the past two 
years, the Department has consulted extensively with SEC staff on the draft proposal. Indeed, 
Secretary Perez has discussed relevant aspects of the draft proposal with SEC Chair White on at 
least eight occasions, including; 

• Nov. 22, 2013; Secretary Perez met with SEC Chair White and staff 

• Jan. 8, 2014: Secretary Perez met with SEC Chair White 

• Apr. 3, 2014: Secretary Perez spoke by phone with SEC Chair White 

• Jul. 28, 2014: Secretary Perez spoke by phone with SEC Chair White and staff 
■ Aug. 26, 2014: Secretary Perez met with SEC Chair White and staff 

• Nov. 6, 2014: Secretary Perez spoke by phone with SEC Chair White 

• Dec. 3, 2014: Secretary Perez spoke by phone with SEC Chair White 

• Jan. 8, 2015: Secretary Perez met with SEC Chair White and staff 

Other senior officials and staff from both agencies have held numerous meetings and phone calls 
throughout the development of the draft proposal. These collaborative discussions were wide- 
ranging. The SEC staff provided technical assistance on the Department’s proposal, including Che 
regulatory impact analysis. The Department has made numerous changes in response to 
observations and issues raised by SEC staff and is grateful for the staffs thorough technical 
assistance. 

The development of a draft proposal is just an initial step in the regulatory process. As you may 
be aware, on February 23, 2015, the Department submitted a draft proposal to the Office of 


" See, SEC Chair Mary Jo White testimony, U.S. House of Representatives Committee on 
Appropriations, Financial Services and General Government Subcommittee, “Budget Hearing - 
Securities and Exchange Commission” (May 7, 2013); SEC Chair Mary Jo White testimony, 
U.S. Senate Banking Committee Hearing, “Mitigating Systemic Risk in Financial Markets 
thi-ough Wall Street Reforms” (Jul. 30, 2013); SEC Chief to Break her Silence on Fiduciary in 
‘Short Tenn’ (Feb. 20, 2015) http://www.thinkadvisor.com/2015/Q2/2Q/sec-chief-to-break-her- 
silence-on-flduciarv-in-sho . 
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Management and Budget for review.^ Under Executive Order 12866, 0MB will coordinate 
review of the draft proposal to ensure it is consistent with applicable laws and that tlie policies of 
one agency do not conflict with the policies or actions taken by another agency, including the 
SEC. During this review process, federal agencies with an equity in the draft proposal will have 
an opportunity for review and comment. This is another opportunity for SEC views to be 
considered. After DOL responds to comments received through OMB’s interagency review 
process, the proposal will be issued as a notice of proposed rulemaking, along with proposed 
prohibited transaction exemptions. At that time, any interested party will have the opportunity to 
provide comment on all aspects of the proposal, including whether and how it accomplishes our 
goals of protecting individuals looking to build their savings and harmonizing with the regulated 
communities’ responsibilities under the statutes enforced by the SEC. 

Given the extensive technical assistance provided by SEC staff, any delay in moving forward 
would only hinder efforts to protect consumers from conflicts of interests among brokers, 
dealers, financial advisers, and others whose incentives may be misaligned with investors, 
potentially leading to deceptive and abusive practices. It will also delay the opportunity for the 
public to evaluate our proposal by participating in the comment process. 

I am sure you would agree that all savers, regardless of their income level, deserve access to 
advice that is in their best interest. It is essential that any rulemaking in which we engage take 
into account the impact on middle and low-income Americans and on the regulated community, 
and we look forward to working with you on this and other issues of importance affecting 
America’s workers. If you or any member of your staff has questions, please contact Kate Garza 
in the Department’s Office of Congressional and Intergovernmental Affairs. She may be reached 
at (202) 693-4600. 


Sincerely, 


Adri Jayaraine » 

Acting Assistant Secretary 


cc: The Honorable Robert C. Scott 

Ranking Member 

Committee on Education and the Workforce 


^ The Department’s Fall 2014 Regulatory Agenda indicated that a new notice of proposed 
rulemaking was under development. The Department’s Regulatory Agenda and Regulatory Plan 
are available at http://www.dol.gov/asD/rcgs/agenda.htm . 

■' 58 Fed. Reg. 51735 (Oct. 4, 1993). 
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March 4, 2015 


The Honorable Thomas E. Perez 
Secretary 

U.S. Department of Labor 
200 Constitution Avenue, NW 
Washington, D.C. 20210 

Dear Secretmy Perez; 

President Obama recently directed the Department of Labor (DOL) to move forward with a 
repackaged rulemaking to expand fiduciary liability.’ DOL’s initial attempt to regulate in this 
area in 2010 was roundly criticized by stakeholders and by lawmakers on a bipartisan basis and 
subsequently withdrawn.^ We continue to have strong reservations about any policy that could 
reduce access to retirement savings options and increase costs for lower and middle-income 
Americans.^ Additionally, we remain concerned this project could conflict with Securities and 
Exchange Commission (SEC) rulemakings authorized by the Dodd-Fratik Wall Street Reform 
and Consumer Protection Act (Dodd-Frank Act)."* Consequently, we wiite to request documents 
and communications demonsttating the coordination between DOL and SEC regarding DOL’s 
ongoing project to expand fiduciary liability. 

Ill anticipation of DOL’s retooled proposal, SEC Commissioner Gallagher recently raised a 
number of substantive concerns.^ Like Commissioner Gallagher, we believe “[i]nvestors benefit 
from choice; choice of products, and choice in advice providei s.” We share his concern 

' Remarks by the President at the A ARP, Feb. 23, 2015, http://www.whitehouse.gov/the-press- 
ofDce/2015/02/23/remarks-president-aaip. 

^ On October 15, 2010, DOL published a notice of proposed rulemaking amending the regulatory of “fiduciary” 

ihe Employee Retirement income Security Act. 75 Fed. Reg. 65263 (Oct. 15,2010). After receiving hundreds 
of comments, DOL announced it would repropose the regulation. “US Labor Department's EBSA to re-propose rule 
on definition of a fiduciary,” Sept. 19, 20! I, http://www.dol.gov/ebsa/newsroorQ/201 1/1 1-1382-NAT.html. 

See, e.g., Letter from Rep. Kline, Rep. Camp, Sen. Enzi, and Sen. Hatch to Secretaries Solis and Geithner, and IRS 
Commis.sioner Shulman, April 14, 2011. 

'’Dodd-Frank Wail Street Reform and Consumer Protection Act, Pub. L.No. 111-203, §913, 124 Stat. 1376, 1824 
( 2010 ). 

^ Commissioner Daniel M. Gallagher, Remarks at The SEC Speaks in 2015, Feb. 20, 2015, 
http://www.sec.gOv/news/speech/022015-spchcdmg.html. 
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that “[o]ne size fits all regulation, in practice, tends to end up as one size fits none. And when all 
is said and done, it means investors are presented with fewer choices and higher prices.” 

As in the past, we are also concerned DOL could establish a conflicting and confusing regulatory 
morass haiming retirement savers. For example. Section 913 of the Dodd-Frank Act directed the 
SEC to study the standard of care for investment advisers and broker-dealei'S, and it authorized 
SEC to promulgate mles based on the results. Policymakers have consistently warned DOL’s 
approach could conflict with SEC’s rulemaking — authorized by the Dodd-Frank Act — 
resulting in uncertainty, liigher costs, and less financial information for investors.^ Despite these 
warnings, the President has directed DOL to press ahead without regard to SEC action. 

It is clear coordination between SEC and DOL is vital to ensure a functioning regulatory 
framework; it is unfortunately far less clear that such coordination is occurring. We ai’e 
especially disappointed and alarmed by Commissioner Gallagher’s allegations that no 
meaningflil engagement has occurred: 

. . . [T]he DOL has not formally engaged the Commissioners, at least not this 
Commissioner, on its fiduciary rulemaking process and the impact it may have on 
investors. And despite public reports of close coordination between the DOL and SEC 
staff, I believe this coordination has been nothing more than a “check the box” exercise 
by the DOL designed to legitimize the runaway train that is their fiduciary rulemaking.^ 

This is inconsistent with public pronouncements from the administi’ation. For example, in 
testimony before the Health, Employment, Labor, and Pensions Subcommittee, Assistant 
Secretary Borzi promised DOL, SEC, and others “are actively consulting with each other and 
coordinating our efforts.”^ This pledge was echoed in the press release withdrawing the initial 
rule.^ More recently, Assistant Seci'etary Borzi has publicly repeated this promise.^ 


^ Lettw from Senator Tester, et al to The Honorable Sylvia Matthews Burwell, Director, Office of Management and 
Budget, Aug. 2, 2013 C‘We remain very concerned that uncoordinated efforts undertaken by the agencies could 
work at cross-purposes in a way that could limit investor access to education and increase costs for investors, most 
notably Main Street investors.) 

’ Gallagher, supra note 5. 

® Redejlniug ‘Fiduciary Assessing ihe Impact of the Labor Department 's Proposal on Workers and Retirees: 
Hearing Before the House CommUtee on Education and the Workforce ‘s Health. Employment, Labor, and Pensions 
Subcommittee (July 26, 20 i 1) (statement of the Honorable Phyllis Borzi, Assistant Secretary, Employee Benefits 
Security Administration). 

® “US Labor Depaitment's EBSA to re-propose rule on definition of a fiduciary,” stipra note 2 (“EBSA will continue 
to coordinate closely with the Securities and Exchange Commission and the Commodities Futui-es Trading 
Commission to ensure that this effort is harmonized with other ongoing rulemakings.”). 

See, e.g., Sean Forbes, Borzi Plays 'Three Questions’ with Critics ofDOL's Expected Fiduciary Rule Re- 
Proposal, Bloomberg BNA Pension and BCNEfTfs Blog, March 19, 2014, http://www.bna.com/borzi-plays- 
three-b 17 179886023/ (claiming leaders and staff have been constantly meeting each other); Emmanuel Olaoye, 
INTER VIEW: U.S. Labor Department 's point person on fiduciary rule: disclaimers are not enough, THE 
Knowledge Effect (June 24, 20 1 3), http://biog.thomsonreuter 5 .com/index.php/interview-u-s-labor-departments- 
point-person-on-fiduciaiy-rule-disc!aimers-are-not-enoughCTf we have a proposal we would share it with them, 

The economists at the SEC are consulting with the DOL.”); American Bai- Association Section of Labor and 
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Concern ovei- this cooidinatlon — or lack thereof — was so grave as to wairant Congressional 
action. On October 29, 2013, the House of Representatives passed H.R. 2374, the Retail Investor 
Protection Act, which required DOL to delay its rulemaking until after the SEC acts. ' * The bill 
passed the House on a strong bipartisan basis. 


In recognition of this concern, a t'evised notice of proposed mlcmaking should not be issued until 
after Congress is satisfied sufficient coordination has occmred. So that we can better understand 
the coordination between DOL and SEC, please fiimish all communications after September 19, 
201 1, between DOI^ and SEC regaixling this rulemaking. In addition, please provide all 
documents and materials addressing how DOL has considered, adopted, or discarded any 
concerns raised by SEC as it revised its regulatory proposal. 


Please provide the requested information by March 18, 2015. If you are unable to do so, 
please inform the Committee in writing why you cannot meet the deadline, and the date by 
which you will provide the requested infoimation. If you have additional questions or comments, 
please contact Andy Banducci or Joe Wheeler of the Committee staff at (202) 225-7101. 


Sincerely, 



Committee on Education and the Workforce 



PHIL ROE, M.D. 

Chairman 

Subcommittee on Health, Employment, 
Labor and Pensions 


Enclosure 

CC: The Honorable Robert C, Scott, Ranking Member, Committee on Education and the 
Workforce 


Employment Law, Inlen’iew wiiJi Phyllis Bwzi, Employee Benefits Committee Newsletter, Fall 2013, 
hftp://www.am€iicanbar,org/content'newsietter/groups/labor_law/cbc_newsletter/13_fall_ebcnews/interview.html 
(“The SEC and the Depailment of Labor are coordinating on our respective fiduciaiy projects, and we have a shared 
goal of ensuring that compliance with one standard will not threaten compliance with the other.”). 

** H.R. 2374, i 13'^ Cong. §2 (as passed by the House, Oct 29, 2013). On February 25, 2015, Rep. Wagner 
reintroduced the bill. H.R. 1090, 1 Cong. (2015). 
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Responding to Committee Document Requests 

1 . In complying with this request, you should produce all responsive documents that are in 
your possession, custody, or control, whether held by you or your past or present agents, 
employees, and representatives acting on your behalf. You should also produce 
documents that you have a legal right to obtain, that you have a right to copy or to which 
you have access, as well as documents that you have placed in the temporary possession, 
custody, or control of any third party. Requested records, documents, data or information 
should not be destroyed, modified, removed, transferred or otherwise made inaccessible 
to the Committee. 

2. In the event that any entity, organization or individual denoted in this request has been, or 
is also known by any other name than that herein denoted, the request shall be read also 
to include that alternative identification. 

3. The Committee's preference is to receive documents in electronic form (i. e., CD, 
memory stick, or thumb drive) in lieu of paper productions. 

4. Documents produced in electronic formal should also be organized, identified, and 
inde.ved electronically. 

5. Electronic document productions should be prepared according to the following 
standards: 

(a) The production should consist of single page Tagged Image File ("TIF"), files 
accompanied by a Concordance-format load file, an Opticon reference file, and a 
tile defining the fields and character lengths of the load file. 

(b) Document numbers in the load file should match document Bates numbers and 
TIF file names. 

(c) Ifthe production is completed through a series of multiple partial productions, 
field names and file order in all load files should match. 

6. Documents produced to the Committee should include an index describing the contents 
of the production. To the extent more than one CD, hard drive, memory stick, thumb 
drive, box or folder is produced, each CD, hard drive, memory stick, thumb drive, box or 
folder should contain an index describing its contents. 

7. Documents produced in response to this request shall be produced together with copies of 
file labels, dividers or identifying markers with which they were associated when they 
were requested. 

8. When you produce documents, you should identify the paragraph in the Committee's 
request to which the documents respond. 
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9. It shall not be a basis for refusal to produce documents that any other person or entity 
also possesses non-identical or identical copies of the same documents. 

10. if any of the requested information is only reasonably available in machine-readable form 
(such as on a computer server, hard drive, or computer backup tape), you should consult 
with the Committee staff to determine the appropriate format in which to produce the 
information. 

1 1 . If compliance with the request cannot be made in full, compliance shall be made to tlie 
extent possible and shall include an explanation of why full compliance is not possible. 

12. In the event that a document is withheld on the basis of privilege, provide a privilege log 
containing the following information concerning any stich document: (a) the privilege 
asserted; (b) the type of document; (c) the general subject matter; (d) the date, author and 
addressee; and (e) the relationship of the author and addressee to each other. 

13. If any document responsive to this request was. but no longer is, in your possession, 
custody, or control, identic the document (stating its date, author, subject and recipients) 
and explain the circumstances under which the document ceased to be in your possession, 
custody, or control, 

14. If a date or other descriptive detail set forth in this request referring to a document is 
inaccurate, but the actual date or other descriptive detail is known to you or is otherwise 
apparent from the context of the request, you should produce all documents which would 
be responsive as if the date or other descriptive detail were correct. 

15. The time period covered by this request is included in the attached request. To the extent 
a time period is not specified, produce relevant documents from January I, 2009 to the 
present. 

16. This request is continuing in nature and applies to any newly-discovered information. 

Any record, document, compilation of data or information, not produced because it has 
not been located or discovered by the return date, shall be produced immediately upon 
subsequent location or discovery. 

17. All documents shall be Bates-stamped sequentially and produced sequentially. 

1 8. Two sets of documents should be delivered, one set to the Majority Staff in Room 2181 
of the Rayburn House Office Building and one set to the Minority Staff in Room 2101 of 
the Rayburn House Office Building. 

19. Upon completion of the document production, you should submit a written certification, 
signed by you or your counsel, stating that: (1) a diligent search has been completed of all 
documents in your possession, custody, or control which reasonably could contain 
responsive documents; and (2) all documents located during the search that are 
responsive have been produced to the Committee. 
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Definitions 

1 , The term "document" means any written, recorded, or graphic matter of any nature 
whatsoever, regardless of how recorded, and whether original or copy, including, but not 
limited to, the following: memoranda, reports, expense reports, books, manuals, 
instructions, financial reports, working papers, records, notes, letters, notices, 
confirmations, telegrams, receipts, appraisals, pamphlets, magazines, newspapers, 
prospectuses, inter-office and intra-office communications, electronic mail (e-mail), 
contracts, cables, notations of any type of conversation, telephone call, meeting or other 
communication, bulletins, printed matter, computer printouts, teletypes, invoices, 
transcripts, diaries, analyses, returns, summaries, minutes, bills, accounts, estimates, 
projections, comparisons, messages, correspondence, press releases, circulars, financial 
statements, reviews, opinions, offers, studies and investigations, questionnaires and 
surveys, and work sheets (and all drafts, preliminary versions, alterations, modifications, 
revisions, changes, and amendments of any of the foregoing, as well as any attachments 
or appendices thereto), and graphic or oral records or representations of any kind 
(including without limitation, photographs, charts, graphs, microfiche, microfilm, 
videotape, recordings and motion pictures), and electronic, mechanical, and electric 
records or representations of any kind (including, without limitation, tapes, cassettes, 
disks, and recordings) and other written, printed, typed, or other graphic or recorded 
matter of any kind or nature, however produced or reproduced, and whether preserved in 
writing, film, tape, disk, videotape or otherwise. A document bearing any notation not a 
pail of the original text is to be considered a separate document. A draft or non-identical 
copy is a separate document within the meaning of this term. 

2, The term "communication" means each manner or means of disclosure or exchange of 
information, regardless of means utilized, whether oral, electronic, by document or 
otherwise, and whether in a meeting, by telephone, facsimile, email, regular mail, telexes, 
releases, or otherwise. 

3, The terms "and" and "or" shall be construed broadly and either conjunelively or 
disjunctively to bring within the scope of this request any information which might 
otherwise be construed to be outside its scope. The singular includes plural number, and 
vice versa. The ma.sculine includes the feminine and neuter genders. 

4, The terms "person" or "persons" mean natural persons, firms, partnerships, associations, 
corporations, subsidiaries, divisions, departments. Joint ventures, proprietorship.s, 
syndicates, or other legal, business or government entities, and all subsidiaries, affiliates, 
divisions, departments, branches, or other units thereof 

5, The term "identify," when used in a question about individuals, means to provide the 
following information; (a) the individual's complete name and title; and (b) the 
individual's business address and phone number. 
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6. The term "referring or relating," with respect to any given subject, means anything that 
constitutes, contains, embodies, reflect s, identifies, states, refers to, deals with or is 
pertinent to that subject in any manner whatsoever. 
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Rep. Serrano 

Budget Request 

Question: How does your request of $100.7 milHon, an increase of $5.7 million, or 6 percent, above the fiscal 
year 2016 enacted level repair some of the damage that has been done in previous years by sequestration and 
the low funding levels that followed? 

The FY 2017 Budget allows 0MB to achieve a staffing level comparable to the FY 2012 pre-sequester staffing level 
and will still be approximately 3 percent below its FY 2010 staffing levels. This staffing level will strengthen OMB’s 
ability to meet new statutory requirements and continue improving its effectiveness on older ones. 

0MB has taken on numerous new responsibilities due to provisions in legislation, including the FAST Act; DATA 
Act; the Statutory Pay-as-You-Go Act of 2010; the GPRA Modernization Act; the Balanced Budget and Emergency 
Deficit Control Act (as amended); and the National Defense Authorization Act of 20 1 3. These additional responsibilities 
include, among others: improving the Federal permitting and environmental review process for major infrastructure 
projects; meeting the new reporting requirements associated with the DATA Act; supporting the statutory 0MB 
representative on the FirstNct Board; scoring legislation for PAYGO, publishing the PAYGO scorecard, and 
determining sequesterable amounts and issuing sequestration reports; coordinating the development and quarterly 
0MB reviews of cross-agency priority goals as well as establishing a central pcrformancc.gov site with all agency 
strategic plans and priority goals information; working with the Department of Defense and other agencies to modernize 
personnel security; overseeing spending transparency via USASpcnding.gov; and overseeing and coordinating 
intellectual property enforcement. 
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Rep. Serrano 

I note that, as was the case with iast year's request, almost half of your requested increase is essentially for 
inflation in personnel and rent costs. 

Question: What will he the effect if you do not get the Increase you're requesting? 

OMB has limited ability to absorb budget reductions. With 98 percent of OMB's budget consisting of salaries and 
benefits, rent, and maintenance of our core budget system, not receiving the F Y 20 ! 7 requested increase will require 
that OMB reduce its staffing levels. 

The FY 2017 requested staffing level is essential for OMB to continue its work on developing and executing the 
President's Budget, overseeing the performance of Federal agencies, and undertaking new statutory responsibilities 
in an effective manner. Demands on OMB's staff will be especially high this year given it will be a presidential 
transition year, in which OMB will play a key role in dcv'eloping and transmitting the new Administration’s initial 
budget request and implementing its performance and management approach. 
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Rep. Serrano 

ITOR 

You're requesting an increase of $5.2 M for ITOR (Information Technology Reform and Oversight). Most of 
that increase is for the U.S. Digital Service, which was started in FY 14 with a pilot program. 

Question: Please give us some examples of the successes the program has had. 

Category 

Accomplishments 

Transforming critical services 

• Heaithcare.gov, Department of Health and Human Services: We supported CMS during the 2015 open 
enrollment season to keep Healthcare.gov live, and helped transition to a new Scalable Login Service (SLS) 
which dramatically improved site performance and saves over $60 million per year in operating expenses. 
We advised changes to the website between open enrollment seasons and have a team in place to support 
enrollment this fall. 

• Improving the immigration process, Department of Homeland Security: In collaboration with 18F at 
GS A, we launched myUSCIS, a platform that allows users to easily access information about the immigration 
process and find immigration options for which they may qualify. We also worked with USCIS to transition 
to electronic filing of the 1-90 form — the form to renew or replace a green card — which represented the first 
piece of delivered code in a multi-year contract on this project. More than 400,000 cases have been processed 
electronically to date. 

• Immigration statistics reporting, Department of Homeland Security: We worked with the Department's 
Office of Immigration Statistics to establish more accurate data aggregation pipelines that require less manual 
effort. We helped transition the monthly enforcement report to the new procevss, and the Department will able 
to provide more accurate and timely reports to Congress. 

• CCD Rapid Response, Department of State: When the Consular Consolidated Database suffered an outage 
that prevented visas from being issued for several weeks in June 20 1 5, we helped stabilize and return CCD 
to service. Our recommendations for improving CCD, and other parts of the visa process, were part of the 
President’s July 2015 report titled Modernizing and Streamlining our Legal Immigration System for the 21^* 
Century. 

• College Scorecard, Department of Education: Working alongside the Department of Education and 1 8F, 
wc launched the College Scorecard to provide students, parents, and counselors with the information they 
need to make more informed choices about college. We helped deliver three distinct components: a public-facing 
website, an API that allows for other groups to easily create tools using the complete set of backing data, and 
a tool for data researchers. 

• The U.S. Web Design Standards: A team of visual and user experience designers at USDS at 1 8F created 
the U.S. Web Design Standards, which launched in September 2015. These standards set a new bar for 
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simplicity across U.S. government websites, and they aim to make government tools more consistently built 
and more easily accessible to everyday people 

• Service Treatment Record completeness. Department of DefenseA^eterans Affairs: We surfaced and 
helped correct a cross-agency interoperability issue to ensure all components of the Serviee Treatment Reeord 
were properly transmitting to the VA after a service member's separation. 

" SBA One/BusinessUSA, Small Business Administration: We helped the SBA define requirements and a 
proeurement strategy for modernizing its small business certification applications, and have provided some 
limited consulting as the implementation has progressed. 

• Precision Medicine/Million Veteran Project, Department of Veterans Affairs: USDS has lent technical 
expertise to NIH's efforts in the Precision Medicine Initiative (PMI), while also bridging efforts between the 
participating agencies. 

Recruiting top talent 

• The goal: We aim to bring 500 digital service experts — in engineering, product management, design, and 
user experience — to the Federal Government (USDS and I8F) by the end of the Administration. 

• To date: 5,4 1 8 people have applied to work for the U.S. Digital Service or 1 8F, and 307 digital service experts 
have been hired and are currently on the job: 140 at the USDS (headquarters and agency teams) and 167 at 

1 8F. In addition, 67 additional candidates have been qualified to work at USDS or 1 8F and are in various 
stages of being matched with a team, cleared, and on boarded. 

Reforming the procurement of digital services 

• Digital Service Contracting Professional IVaining and Development Program: USDS and the Office of 
Federal Procurement Policy (OFPP) created and launched the Digital Service Contracting Professional Training 
and Development Program — which seeks to spur innovation in the training of Contracting Officers. This 
program challenged companies to develop a program for Contracting Officers that will teach best practices 
in the procurement of digital services and the important role Contracting Officers can play in building 
meaningful, successful services. USDS and OFPP issued an open challenge, narrowed the submissions through 
two rounds of competition, and identified the winning training program. The pilot class of thirty Contracting 
Officers will enroll this month. 

• Digital Services Piaybook. The Digital Services Playbook that lays out best practices for effective digital 
service delivery and that will serve as a guide for agencies across government. To increase the success of 
government digital service projects, the Playbook outlines 1 3 key "plays" drawn from private and public-sector 
best practices that, if followed together, will help Federal agencies deliver services that work well for users 
and require less time and money to develop and operate. Since the launch in 2014, we have seen adoption of 
the Playbook by agencies, State governments, and local governments as well. 

• TechFAR Handbook. The TcchFAR Handbook is a guide that explains how agencies can execute key plays 
in the Digital Services Playbook in ways consistent with the Federal Acquisition Regulation (FAR), which 
governs how the government must buy goods and services from the private sector. This document helps 
agencies take advantage of existing authorities to procure development services in new ways that more closely 
match the modem software development techniques used in the private sector. 
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Rep. Serrano 

Question: What are some of the challenges you've encountered? 

Demand overpowering Supply of Digital Service Experts: USDS's work spans across all Federal agencies, and 
each agency has unique requests and digital service projects needing USDS’s attention. While USDS currently does 
not have enough staff to meet the volume of work required, USDS is working to bring 500 digital service experts — in 
engineering, product management, design, and user experience — to the Federal Government by the end of the 
Administration. 
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Rep. Serrano 

Question: Do you find that the other subcommittees are funding Digital Services Teams at their agencies? 

In FY 1 6, 25 agencies requested a total of $ 1 05M for digital services teams and six agencies received a total of $ 1 7 
million for their digital service teams. These agencies include DHS (SIOM), NARA (S 1 M), NRC (S 1 M), SSA (S2.2M), 
USAGE (Si.2M), and Treasury ($2M). 

Even when agency teams receive USDS funds, ITOR-funded USDS staff are uniquely positioned to assist agency 
teams in several ways including central operations, strategy, and hiring/recruiting. 
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Rep. Serrano 

Small Business 

Question: What work does OMB do to help small businesses both in terms of procurement opportunities and 
regulatory impact? 

OMB's Office of Federal Procurement Policy (OFPP) works closely with the Small Business Administration’s Office 
of Government Contracting and Business Development on the development and implementation of policies, practices, 
and tools to increase Federal contracting opportunities for small businesses and help agencies meet and exceed their 
small business contracting goals. These efforts include: 

• working with SBA and members of the Federal Acquisition Regulatory Couneil (FAR Council) to develop 
and implement govemment-wide regulations that promote and protect the interests of small business contractors 
in Federal contracting, including new statutory authorities provided by Congress; 

• working with Executive Branch Officials - including agency Chief Acquisition Officers, Senior Procurement 
Executives, and small business directors - to share best practices and establish new policies to create an 
environment that is conducive to growing businesses and creating jobs, such as the policies OMB has issued 
to accelerate payment to small business prime contractors and subcontractors; and 

• conducting outreach, including through online dialogues, to understand barriers small business contractors 
face in doing business with the government and working with agencies to address these barriers. 

In addition, OFPP and OMB's Office of Information and Regulatory Affairs work together to evaluate paperwork 
burdens associated with new regulatory actions as well as with SBA's Office of Advocacy to ensure the effective 
implementation of the Regulatory Flexibility Act, which requires the FAR Council to ensure rules contain flexibility 
in their eompliance requirements so that small businesses will not be unduly burdened. 

These collaborative efforts have helped the Federal government meet its 23 percent small business procurement goal 
for the third consecutive year. In addition, in FY 2015, agencies met the government-wide 5 percent women-owned 
small business goal for the first time ever and awarded a record-setting 10.06%, or $35.4 billion, to small-disadvantaged 
businesses. 
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Rep. Quigley 

McCook Reservoir 

I was deeply disappointed to find after many years of strong support from this Administration for one of the 
Corps' most competitive flood protection projects that there was no funding for continuation of construction 
of the McCook Reservoir of the Chicagoland Underflow Plan in the Administration’s FY2017 Budget. 

It is inconceivable to me how such a top tier, fully authorized flood protection project, which is 65 percent 
complete and in active federal construction, has a 3 to 1 Benefit Cost Ratio, and benefits Chicago and 36 
suburbs, including 1.5 million structures and 5 million people, can he dropped from this year’s Budget. 

Assistant Secretary of the Army Jo-£llen Darcy has omitted FY17 funding for Stage 2 due to a mistaken belief 
that Stage 2 is related to water pollution control, ft is in fact for flood control and fully authorized and 
documented in the Corps system as such. Additionally, the project is being recommended by the Corps for 
flood protection. 

Question: Can you offer me any explanation or clarificaflon as to why the Administration would stop 
construction of a highly-acclaimed and high-ranking project that will help to prevent the flooding of homes 
and businesses in the Chicago region? 

The Administration has not stopped construction of this project. The Army Corps of Engineers 2016 work plan for 
the eivil works program ineludes S14 million for construction of this project. With that funding, the Corps expects 
to complete stage 1 of the McCook Reservoir by the end of December 2017. The schedule is based on a December 
201 1 consent decree, which the non-Federal sponsor of this project signed in response to a lawsuit, brought by the 
United States on behalf of the U.S. Environmental Protection Agency, concerning its compliance with section 301(a) 
of the Clean Water Aet and with terms and conditions of national pollutant discharge elimination system permits 
issued by the Illinois Environmental Protection Agency. 
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Rep. Quigley 

Question: Can you assure me that the Administration will work with me to rectify this oversight by including 
$11 million in the FY17 Work Plan of the Corp of Engineers for the continuation of construction for the 
McCook Reservoir? 

If the Congress were to provide additional funding for the Army Corps of Engineers civil works program (Corps), 
above the amounts recommended in the Budget for tiiis program, the Administration would work with the Corps to 
develop performance-based criteria to guide project-specific allocation decisions. 
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Rep. Quigley 

Searchable, Sortable Budgets 

[ have a bill that focuses on various aspects of government transparency- the Transparency in Government 
Act. One section of this legislation is focused on centralizing departmental budget requests. Right now, you 
require that agencies post their budget requests and justifications to their own wehsites within two weeks of 
submission. OMB has lots of data on a central website right now, and I can tell you have made great strides 
to make all of this accessible. 

Budget summaries and numbers are available in a central location, but budget justifications, the critical "why 
we need this money" portion of budgets, is still scattered across hundreds of government websites. These 
justifications often not available In any sort of "searchable, sortable" format. Many are in formats such as 
.pdf that are hard for third parties to easily pull data and information from. 

T think it is important that we have a central repository that places all agency budgets, and their justifications 
in "searchable, sortable, and machine readable" format. That's why I pushed bard for language that was 
included in last year's budget to encourage OMB to do just that. 

Question: Can you tell me a little bit about your efforts to get all of this data in one place, in one accessible, 
usable format? 

The budget process should be a reflection of our values as a country, and wc think it's important that members of the 
public have tools at their disposal to review the President's proposals — and to have an opportunity to give feedback. 

For several years, OMB has released the President's budget online via machine-readable data files and PDFs. While 
a tremendous effort, we also sought to find new ways for the public to understand the President's proposals. To 
promote transparency and eollaboralion, beginning with the FY 2016 Budget OMB made budget data available online 
through GitHub, an open data platform. For the President's FY 201 7 Budget, OMB also leveraged the use of a 
visualization tool to make the budget data more easily understood. This budget explorer makes it easier for the public 
to understand, analyze, and review what has been proposed in the President's Budget. This new tool also combines 
a familiar, intuitive interface with powerful search and multi-facctcd visualization capabilities. It also allows citizens 
to navigate the Budget's spending data and see how their tax dollars would be used. Using the new Socrata budget 
application, taxpayers can now quickly explore funding by agency and program area — not only for the current budget, 
but also the last 20 years and the next 5 years of budget projections included in the FY 2017 budget. 

With these new changes, OMB has also continued some of our past practices to ensure better access to the budget 
data. Like previous years, OMB's website (www.omb.gov) includes a significant amount of searchable data on the 
President's Budget request. Our website also includes information that helps explain and justify the Administration's 
request. For instance, it includes a more than 1 ,400 page Budget Appendix, which includes appropriations language 
and account level detail on the President's request. It also includes links to fact sheets for Cabinet Departments and 
major agencies, which further explain and justify the Budget request, and an interactive budget tool that allows users 
to see what percentage of the Federal budget is dedicated to different program areas. 

As you note, OMB requires agencies to make their congressional budget justification materials available online to 
the public no later than two weeks after transmittal of those materials to the Congress. Through the Budget Formulation 
and Execution Line of Business (BFELoB), OMB also works with agencies to develop automated tools that could 
help facilitate collecting and publishing congressional budget justifications and other budget materials. These BFELoB 
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tools may be able to help agencies produce budget requests and justification materials in a more searchable and 
sortabie format. Providing these data in an accessible format raises difficult questions of common data definitions 
and reporting formats across different agencies and programs. OMB will continue to explore the potential for 
improvements in this area. 
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Rep. Quigley 

Fiduciary Duty 

I strongly support the Department of Labor's goal to ensure that financial advisors should always put the 
interest of their clients before their own. However, I recognize the important role that commissioned-based 
brokerage accounts serve for low and middle-income savers. That’s why it's so important that regulators 
continue to engage with the advisory community and rigorously analyze the potential consequences to ensure 
that a finalized rule reflects the proper balance between robust consumer protection and access to low-cost 
retirement options. 

Question: I understand that the Department of Labor's proposed rule is now under review at OMB. When do 
you anticipate finalizing your review? 

E.O. 12866 provides OMB with a 90-day review period, though the agency may request the review be extended. 
However, OMB may conclude its review in fewer than 90 days. Regardless of the amount of time it takes, OIRA will 
facilitate and conduct a thorough review of the rule. 
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Rep. Quigley 

Question: What factors is OMB taking into consideraHon as it reviews the rule? 

0MB reviews agency draft regulations for consistency with the principles set forth in EO 12866 and EO 13563, and 
the analytical guidelines contained in OMB Circular A-4. For instance, EO 13563 directs agencies to "tailor its 
regulations to impose the least burden on society, consistent with obtaining regulatory objectives;" to "select, in 
choosing among alternatives, regulatory approaches that maximize net benefits;" while permitting agencies (where 
appropriate and permitted by law) to "consider (and discuss qualitatively) values that are difficult or impossible to 
quantify, including equity, human dignity, fairness, and distributive impacts." 
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Rep. Quigley 

DATA Act 

In your testimony you stated that the 6% increase in OMB's requested operational funds is in part to be used 
to "execute the additional responsibilities we have been given. ..many of them by statute., .the DATA Act is 
another good example". You also alluded to the fact that some of the previous twenty-five new hires and the 
requested ten new hires are as a result of working on statutory requirements like the DATA Act However, 
your FY17 budget request does not mention any planned DATA Act implementation activities amongst the 
list of reform priorities. 

Question: Please detail what resources have been devoted to date on DATA Act implementation activities (both 
a staffing and systems). In addition, what resources are planned or assigned for such compliance activities as 
a part of your appropriations budget request — specifically in regards to how your office is providing timely 
guidance to agencies on preparing their data-centric accounting and award reporting, as well as the requirement 
to complete the grantee and contractor award reporting pilot projects in compliance with Section 5 of the Act? 

DATA Act implementation activities are part of OMB's broader missions under government-wide financial 
management, Federal procurement policy, and budget formulation and execution. No new funds have been allocated 
for DATA Act implementation above existing levels. 

0MB is devoting staff time across management, OMB-wide, and resource management offices to support DATA 
Aet implementation and compliance. To the maximum extent possible, OMB has incorporated DATA Act activities 
into the broader landscape of OMB's work to promote increased transparency in Federal spending, ongoing work 
related to annual budget formulation and budget execution activities, and initiatives related to Federal procurement 
policies. 

Guidance to Agencies; 

In accordance with the Act, OMB issued Memorandum M-15-12 in May 2015 to provide guidance for continued 
award-level reporting, new requirements for both agency-level and award-level reporting, and implementation of 
data standards for data published on USAspending.gov (or its successor site). OMB and the Department of the Treasury 
also issued data definition standards for USAspending.gov last summer. These 57 data definition standards were 
developed through a yearlong process, during which OMB and the Department of the Treasury consulted with 
representatives from the Federal councils and lines of business to discuss how agencies use these data elements in 
their operations, as well as non-Federal stakeholder communities, including recipients, open government groups, and 
industry. During the standardization process, OMB and the Department of the Treasury learned of some areas in 
which agencies could use more guidance; OMB will be issuing guidance to agencies to address these matters this 
year. 

OMB is working closely with the Department of Health and Human Services and the General Services Administration 
to meet the requirements of the Pilot to Reduce Recipient Reporting Burden detailed in Section 5 ofthe Act. Although 
this pilot will primarily involve recipients of Federal awards and does not contain requirements for agencies, agencies 
are being kept apprised of pilot activities through the existing DATA Act Implementation governance structure. 
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SECURITIES AND EXCHANGE 
COMMISSION 

WITNESS 

HON. MARY JO WHITE, CHAIR, SECURITIES AND EXCHANGE 

COMMISSION 

Mr. Crenshaw. The hearing will come to order. The ranking 
member. Mr. Serrano, has tweeted that the meeting will start 
11:00 promptly, and I know people are anxiously reading his tweet 
at this point, so we will start. 

This is the final hearing of our subcommittee, so I want to wel- 
come our witness, the Securities and Exchange Commission Chair, 
Mary Jo White. Thank you for being here today. We always enjoy 
having you before our subcommittee. I know the subcommittee 
members look forward to having a good exchange with you. 

The SEC plays a critical role in protecting investors, encouraging 
capital formation, and maintaining fair and efficient markets, just 
as buyers and sellers expect the U.S. markets to be fair and effi- 
cient, the regulator who oversees them is expected to be fair and 
efficient as well. For fiscal year 2017, the SEC is requesting $1,781 
billion, which is $176 million, or an 11 percent increase over fiscal 
year 2016. 

While the SEC is a fee-funded agency, congressional oversight 
over the Commission is essential in holding the SEC accountable 
in fulfilling its mission, and making sure that it is responsive to 
the markets and investors, as well as congressional concerns. 

I look forward to discussing your request, and why the Commis- 
sion believes it needs these additional fundings. For the past 3 
years, the Committee has set aside resources within the overall 
SEC funding amount to fully fund the Division of Economic and 
Risk Analysis, the so-called DERA. In that time, the funds this 
Committee provided have given DERA the ability to grow by al- 
most 50 positions, including 16 PhD economists. And I happen to 
believe that cost-benefit analysis of SEC rulemakings is very, very 
informative, and I support the work that DERA does to educate the 
Commission about the macro, as well as the micro, economic effects 
of SEC rulemakings. So, I want to express my support for other 
DERA functions, such as developing risk-based models for the 
Commission’s inspections and enforcement divisions. 

In addition to your duties as chair of the SEC, you are also a 
member of the Financial Stability and Oversight Council, the so- 
called FSOC, and I know we discussed this a bit last year, but the 
designation process for systemically important financial institu- 
tions, SIFIs, still is a concern for me. 

( 183 ) 
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Although FSOC has adopted some transparency measures since 
we last spoke, I am not sure that they go far enough. In addition, 
I still believe the current designation process is not flexible enough. 
Entities should be given the opportunity to address systemic risk 
before being designated. FSOC’s success should be measured by 
how it mitigates systemic risk, not by the number of institutions 
it designates. 

Another issue that we discussed last year was liquidity in the 
markets, especially in the fixed income markets. As I am sure you 
know, the fiscal year 2016 omnibus required DERA to report back 
to the committee within one year of enactment, on the combined 
impact of the Volcker rule, Basel III, and other financial regula- 
tions, and the impact they have had on access to capital for con- 
sumers, investors, businesses, and on market liquidity. 

I continue to have concerns that the cumulative effect of these 
layers of regulations has adversely impacted overall market condi- 
tions and market liquidity. So, I look forward to reading the report 
and discussing with you today what the SEC is doing to address 
this issue. 

The 2016 omnibus also included a provision which prohibits the 
SEC from finalizing, issuing, or implementing any rule or order re- 
garding the disclosure of political contributions in the SEC filings. 
I believe Congress has been very clear on this issue. However, I un- 
derstand that there are some who believe the SEC is still able to 
work on a potential rule without actually finalizing that rule. Let 
me just caution you against this interpretation. 

I think the Commission has a lot of work to do, including Con- 
gressionally mandated work that is more important than advancing 
a policy that Congress has never actually required, and in fact, has 
plainly rejected in statute. 

On a bipartisan note, last month, the House passed H.R. 3784, 
that is called the SEC Small Business Advocate Act. Mr. Quigley 
and I were sponsors of the bill, and I hope the Senate takes up this 
legislation soon, because small businesses are on the forefront of 
job creation and technology innovation. The SEC’s Small Business 
Advocate Act establishes an Office of the Advocate for Small Busi- 
ness Capital Formation, and the Small Business Capital Formation 
Advisory Committee, to assist small businesses and small busi- 
nesses’ investors with any problems that they may have with the 
Commission, identify difficulties small businesses have in securing 
access to capital, including unique challenges for minority and 
women-owned businesses, analyzing the potential impact of SEC 
regulations on small businesses, and propose changes to SEC regu- 
lations which would better promote the interests and needs of 
small businesses and their investors. 

I am interested to hear from you. Chair White, on how the SEC 
is currently making small businesses and small businesses’ capital 
formation a priority, and any thoughts you might have on this bi- 
partisan legislation. 

The SEC should be one of the leaders in helping further grow our 
economy, while at the same time keeping our markets fair and or- 
derly. That is an important responsibility, and I know that you 
take it very seriously. We thank you for the work that you do, and 
the staff for the work that they do. We look forward to your testi- 
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mony today, but first, I am going to turn to Mr. Serrano, the rank- 
ing member, for any comments he might make. 

Mr. Serrano. Thank you, Mr. Chairman. Crenshaw and 
Quigley? Was I out that day? 

Mr. Quigley. Yes. 

Mr. Serrano. Yes? OK, thank you. Thank you. Chairman Cren- 
shaw. I join you in welcoming Chair White back before our sub- 
committee. It is a pleasure to see you once again as you come to 
testify about the fiscal year 2017 budget request for the Securities 
and Exchange Commission. Your budget request for this fiscal year 
is quite reasonable, in my opinion, given the large and growing 
oversight role that you are expected to undertake. 

With so many new responsibilities, not just from Dodd-Frank, 
but also the JOBS Act, we could argue that you should be request- 
ing even more funding than you are. Your total budget request is 
dwarfed by most big banks, I.T. investments. So, despite recent in- 
creases, you are always fighting an uphill battle with fewer re- 
sources that are needed to do the job. 

Last year, we succeeded in increasing the SEC’s budget level to 
$1.6 billion, which has allowed you to at least not lose ground. 
Your fiscal year 2017 request asked for a further increase of more 
than $100 million to a total of $1,781 billion. This will help in- 
crease your enforcement capacity, your ability to conduct oversight, 
and examinations of regulated entities, and your ability to protect 
consumers. 

Although the financial meltdown of 2007 and 2008 fades in the 
memories of some people, it remains foremost in my mind. At that 
time, we had regulatory agencies that were negligent in their du- 
ties to protect consumers and cut back on abusive practices. And 
we all paid dearly for that. People lost their retirement incomes. 
They lost their savings. And the American people were forced to 
bail out actors who had taken unnecessary and harmful risks that 
undermined our economic system. 

That is why a strong and vigilant SEC is vital to protecting not 
just those who invest in the financial markets, but the American 
people as a whole. As we found out several years ago, guaranteeing 
that you have the resources to ensure fair and open financial mar- 
kets is key to every American’s economic security. Dodd-Frank 
gave you significant new tools and oversight abilities, and it is up 
to this subcommittee to make sure you are able to carry out the 
intent of that law. 

I do also want to mention another part of this equation that 
threatens to undermine the system of safeguards and protections 
provided by the SEC and other financial regulators. As in previous 
years, last year’s House and Senate appropriations bills contained 
numerous riders that are both unnecessary and procedurally 
flawed. These riders opened up loopholes in Dodd-Frank, and un- 
dermined the ability of the SEC to do its job. 

Before I close. Chair White, I just want to thank you for your 
dedication to this agency, and to this Nation. You have a tough job 
to do, and hopefully, this subcommittee makes it easier rather than 
more difficult. I know you are a fellow Yankees fan, and since base- 
ball season will soon be underway, I am sure I will see you in the 
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Bronx soon. Thank you, Mr. Chairman, and thank you. Chairman 
White. 

Mr. Crenshaw. Thank you. Now, we will turn to Chair White for 
your opening statement. If you could keep it in the range of 5 min- 
utes, that will give us plenty of time to answer questions. 

So, the floor is yours. 

Ms. White. Thank you. Chairman Crenshaw, Ranking Member 
Serrano, and members of the subcommittee, thank you for inviting 
me to testify in support of the President’s fiscal year 2017 budget 
for the Securities and Exchange Commission. I appreciate the op- 
portunity to discuss with you why the funding of the agency at a 
level of $1,781 billion is critically needed to enable the agency to 
fulfill its important responsibilities to investors, our markets, and 
companies seeking to raise capital to fuel innovation and economic 
growth. 

The SEC has made great strides in recent years to strengthen its 
operations and programs, adopting strong measures, and bringing 
important enforcement actions to protect investors and our mar- 
kets. We do not want this progress to stall, because we fall short 
in the funding necessary to maintain our positive trajectory in ful- 
filling our mission. 

On the rulemaking and policy fronts, we finished our JOBS Act 
mandates in 2015 with the adoption of both Regulation A Plus and 
Regulation Crowdfunding, and are nearing completion of all of our 
Dodd-Frank mandates. We also advanced other key rules and com- 
prehensive initiatives in mission-critical areas. Beyond the specific 
rulemakings, the SEC has, for example, continued its review of eq- 
uity and fixed income market structure issues, advanced its disclo- 
sure effectiveness review to improve the public company disclosure 
regime for investors and companies, and undertaken the mod- 
ernization and enhancement of our regulatory regime for asset 
managers. 

The Commission also continued in 2015 to hold securities law 
violators accountable in record numbers, with record recovery or- 
ders, in all market strata, and in a number of cutting edge, first- 
of-their-kind enforcement cases. 

Systemic enhancements in the SEC’s national examination pro- 
gram, including increased recruitment of industry experts, the aug- 
mentation of data analytics, and enhanced training have led to a 
more effective and efficient program. We are, throughout the agen- 
cy, increasingly harnessing technology to better identify risks, un- 
cover frauds, sift through large volumes of data, inform policy mak- 
ing, and streamline operations. 

While these achievements clearly evidence a stronger and more 
efficient agency, significant work and challenges remain if we are 
to be successful in executing the SEC’s broad mandates and re- 
sponsibilities. Currently, the SEC is charged with overseeing ap- 
proximately 27,000 market participants, as well as 18 national se- 
curities exchanges, the PCAOB, FINRA, the MSRB, SIPC, and the 
FASB. In addition, the SEC is responsible for selectively reviewing 
the disclosures and financial statements of over 9,100 reporting 
companies. 

Since 2001, the markets and registrants we oversee have grown 
exponentially in size and complexity, with the trading volume and 
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the equity markets tripling — nearly tripling, to $70 trillion, and the 
assets under management of registered advisers more than tri- 
pling, from approximately $21.5 trillion to about $66.8 trillion. At 
the same time, as the ranking member alluded to, the annual 
budgets for I.T. alone, for some of our largest registrants, are re- 
ported to be up to $10 billion, more than five times the SEC’s en- 
tire budget. 

The SEC’s responsibilities have also dramatically increased in re- 
cent years, with new duties or expanded jurisdiction over securi- 
ties-based derivatives, hedge, and other private fund advisers, cred- 
it rating agencies, municipal advisors, and clearing agencies, in ad- 
dition to the responsibility to implement and oversee an entirely 
new crowdfunding regime. 

The SEC greatly appreciates the confidence that Congress and 
this subcommittee have placed in us in recent appropriation cycles, 
and we are seeking that support this year. The requested level for 
fiscal year 2017, which has been carefully thought through and tar- 
geted, will permit the agency to hire an additional 250 staff in crit- 
ical core areas, and continue to improve our information tech- 
nology. Specifically, the SEC’s budget for 2017 seeks to increase ex- 
amination coverage of investment advisors, where current funding 
enables the agency to examine only 10 percent of the approxi- 
mately 12,000 registered investment advisors; further leverage cut- 
ting edge technology; protect investors by expanding our enforce- 
ment program’s investigative capacities, including in new, complex 
areas, and to strengthen our ability to successfully litigate against 
wrongdoers; further bolster the SEC’s economic and risk analysis 
functions; and hire market and other experts to enable the SEC to 
fulfill its expanded rulemaking and oversight responsibilities. The 
funding we are seeking is imperative to protecting investors, and 
to meeting the challenges of today’s markets and the SEC’s ex- 
panded responsibilities. 

As the Chairman alluded to, the SEC’s funding is deficit-neutral, 
so that any amount appropriated to the agency will be offset by 
modest transaction fees, and therefore, will not impact the deficit 
or the funding available for other agencies. Our appropriation also 
does not count against the fiscal 2016, or fiscal year 2017 caps in 
the Bipartisan Budget Act of 2015. I hope and believe that we have 
shown ourselves to be good stewards of the funds we have been ap- 
propriated, and we will continue to be. 

So, I look forward to working with the subcommittee to provide 
the SEC with the resources it needs to fulfill its critical mission, 
and I thank you again for the support you have shown the agency. 
I would be happy to answer your questions. 

[The statement of Ms. White follows:] 
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Committee on Appropriations 
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Chairman Crenshaw, Ranking Member Serrano, and Members of the Subcommittee: 

Thank you for inviting me to testify today in support of the President’s fiscal year 20 1 7 
budget request for the Securities and Exchange Commission.' At the outset, 1 want to thank the 
Chairman, the Ranking Member, and all of the Subcommittee for your support of the SEC’s 
important mission in previous budget cycles. And today. 1 very much appreciate the opportunity 
to discuss with you why funding the agency at a level of $1,781 billion for Fiscal Year (FY) 

2017 is necessary for the SEC to continue to fulfill its critical responsibilities to protect investors, 
maintain fair, orderly, and efficient markets, and facilitate capital formation.'^ 

The SEC has made great strides in recent years to strengthen its operations and programs, 
adopting strong measures that protect investors and our markets, and aggressively enforeing the 
securities laws to punish wrongdoers. 

With respect to rulemaking, the agency has proposed or adopted nearly all of the 
mandatory rulemakings required by the Dodd-Frank Wall Street Reform and Consumer 


' A copy of the SEC's FY 20 1 7 Congressional Budget Justification can be found on our website at 
http:/, wwvv.sec.»ov,about/reports/.secfvi7connbudeiusl-Ddf . 


^ The views e.xpressed in this testimony are those of the Chair of the Securities and Exchange Commission and do 
not necessarily represent the views of the Pre-sident, the full Commission, or any Commissioner, in accordance with 
past practice, the budget justification of the agency was submitted by the Chair and was not voted on by the full 
Commission. 



Protection Act (Dodd-Frank Act) and the Jumpstart Our Business Startups Act (JOBS Act), in 
addition to advancing other key rules in mission critical areas. Actions implementing the 
Congressional mandates have included final rules governing credit rating agencies and the public 
securitization markets; rules to address over-the-counter derivatives; new means for small 
businesses to access capital (including rules to expand the Regulation A exemption and permit 
securilies-based crowdfunding offerings); executive compensation disclosures; and the removal 
of references to credit ratings from SEC rules. In addition to the Congressional mandates, the 
SEC has also advanced other important policy objectives, including rules to enhance oversight of 
high-frequency traders; the agency’s supervision of investment advisers and mutual funds; and 
the structure and resiliency of money market funds. The agency has also adopted requirements 
for comprehensive new controls at critical market participants to strengthen key technological 
systems. 

Beyond the specific rulemakings, the SEC has intensified its review of equity and fixed 
income market structure issues; undertaken a comprehensive disclosure effectiveness initiative 
seeking ways to improve the public company di.sclosure regime for investors and companies; and 
undertaken the modernization and enhancement of our regulatory regime for the asset 
management industry. We also have continued to hold securities law violators accountable by 
bringing cutting-edge cases in record numbers and in all market .strata. Systemic enhancements 
in the SEC's National Examination Program (NEP) — including increased recruitment of industry 
experts, the augmentation of data analytics capacities, and enhanced training programs - have 
produced a more effective, efficient program. We are also throughout the agency increasingly 
harnessing technology to better identify risks, uncover frauds, sift through large volumes of data. 



inform policymaking, and streamline operations, while at the same time improving internal 
collaboration and recruiting more staff with specialized expertise and experience. 

While these accomplishments and enhancements clearly evidence a stronger and more 
effective agency, challenges remain if we are to be successful in addressing the growing size and 
complexities of the securities markets and fulfill the SEC's broad mandates and responsibilities. 
Currently, the SEC is charged with overseeing approximately 27,000 market participants, 
including nearly 12,000 investment advisers, almost 1 1,000 mutual funds and exchange-traded 
funds, over 4,000 broker-dealers, and over 400 transfer agents. The agency also oversees 1 8 
national securities exchanges, 10 credit rating agencies, and six active registered clearing 
agencies, as well as the Public Company Accounting Oversight Board (PCAOB), Financial 
Industry Regulatory Authority (FINRA), the Municipal Securities Rulemaking Board (MSRB), 
the Securities Investor Protection Corporation (SIPC), and the Financial Accounting Standards 
Board (FASB). In addition, the ,SEC is responsible for selectively reviewing the di.sclosures and 
financial statements of over 9. 1 00 reporting companies. In recent years, the SEC’s 
responsibilities have also dramatically increased, adding new duties or expanded jurisdiction 
over securilies-based derivatives, hedge fund and other private fund advi.sers, credit rating 
agencies, municipal advisors, and clearing agencies, as well as a responsibility to implement a 
new regime for crowdfunding offerings. 

The size and complexity of the entities the SEC regulates has also expanded 
exponentially. From 2001 to 2015, assets under management of SEC-regi.stered advisers more 
than tripled from approximately $21.5 trillion to approximately $66.8 trillion, and assets under 
management of mutual funds more than doubled from $7 trillion to over $15 trillion. Trading 
volume in the equity markets from 2001 through 2015 nearly tripled to over $70 trillion. 
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While the SEC greatly appreciates the confidence that Congress has placed in it in recent 
appropriation cycles, additional funding is imperative if we are to continue the agency's progress 
in fulfilling its responsibilities over our increasingly fast, complex, and growing markets. 
Funding at the requested level will permit the agency to hire an additional 250 staff in critical, 
core areas and continue to improve our information technology so that we can better oversee 
today's markets with the sophisticated tools necessary to safeguard investors. Specifically, as 
described in more detail below and consistent with the planning reflected in our recent requests, 
the budget for FY 2017 seeks to: 

• Increase examination coverage of investment advisers and other key entities who interact 
with retail and institutional investors; 

• Further leverage cutting-edge technology to permit the SEC to better keep pace with the 
entities, markets, and products we regulate; 

• Protect investors by expanding our enforcement program's investigative capabilities and 
strengthen our ability to litigate against wrongdoers; 

• Further bolster the SEC’s economic and risk analysis functions; and 

• Hire market and other experts to enable the SEC to fulfill its expanded rulemaking and 
oversight responsibilities. 

As the Subcommittee is aware, the SEC’s funding is defieit-neutral, which means that any 
amount appropriated to the agency will be offset by modest transaction fees (approximately $.02 
per $1,000) and therefore will not impact the deficit or the funding available for other agencies.^ 
Our appropriation also does not count against the FY 2016 or FY 2017 caps set in the Bipartisan 
Budget Act of 2015. 

Last year was one of important achievements for the SEC, but significant work remains. 

^ Section 99 1 of the Dodd-Frank Act requires the SEC to collect transaction fees from seif-reguiatory organizations 
in an amount designed to directly offset our appropriation. 


4 



192 


Below is a summary of the accomplishments of the SEC in fiscal year 2015 and of the principal 
challenges ahead, as well as a more detailed description of key aspects of the FY 2017 budget 
request. 

Many Accomplishments, But Significant Work Remains 

Fiscal year 2015 was one of great accomplishment for the agency. The SEC brought an 
unprecedented number of enforcement cases (807 in total), secured an all-time high for orders 
directing the payment of penalties and disgorgement (over $4.2 billion), performed exams at a 
level not seen for the past five years (over 2,200), and. even more importantly, continued to 
develop cutting-edge cases and smarter, more efficient exams. Aided by enhanced technology to 
identify and analyze suspicious activity and strengthened by initiatives like self-reporting, SEC 
staff was able to identify and target the most significant risks for investors across the 
market. Areas of focus included cybersecurity, market structure requirements, dark pools, 
microcap fraud, financial reporting failures, insider trading, disclosure deficiencies in municipal 
securities offerings, and protection of retail investors and retiree savings. 

The imperative of investor protection was carried forward by all of our divisions and 
offices. While numbers of course only tell part of the story, the Division of Corporation Finance 
reviewed the annual and periodic reports of thousands of issuers last year, helping to ensure that 
investors receive full and fair disclosure about the public companies in which they invest. The 
Division of Trading and Markets reviewed more than 2.100 filings from exchanges and other 
self-regulatory organizations (SROs), standing guard for investors over major changes to the 
markets in which they entrust their savings. The Division of Investment Management reviewed 
filings covering more than 12.500 mutual funds and other investment companies, where the great 
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majorily of individual investors send their hard-earned money. And our economists in the 
Division of Economic and Risk Analysis produced more than 30 incisive papers and 
publications, including two major analyses to inform our work on asset management rules. 

The agency's accomplishments on the rulemaking front in FY 2015 were particularly 
noteworthy. The SEC has now executed a vast majority of the voluminous congressional 
mandates for a wide range of complex rulemakings. In 2015, with the adoption of Regulation 
A+ and Regulation Crowdfunding, the agency completed all of the major rulemakings directed 
by the JOBS Act. The SEC also moved into the final phase of implementing the Dodd-Frank 
Act, focusing on the two major remaining areas of mandates: security-based swaps and executive 
compensation. We marked two key milestones in the first area: first, with the adoption of rules 
for reporting and disseminating security-based swap information; and second, with final rules for 
registering security-based swap dealers. We proposed a process for dealing with bad actors in 
the security-based swap market and adopted rules to help ensure that non-U. S. dealers 
participating in the U.S. market play by our rules. These reforms will give us powerful tools to 
oversee an $1 1 trillion market and provide investors with unprecedented transparency into 
trading that had long been dangerously opaque. 

During the past year, we also issued proposals for the remaining executive compensation 
rulemakings required by the Dodd-Frank Act. including disclosure of whether a company allows 
executives to hedge the company's stock, disclosure of pay versus performance measures of 
executive compensation, and new disclosures and rules for clawing back incentive compensation 
erroneously awarded. And following the analysis of some 285,500 total comment letters, 1 ,500 
of them unique, the final pay ratio rule was adopted in August 2015. 
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There is much that the SEC still needs to do: from completing the implementation of our 
mandated rulemakings/ to continuing the core initiatives described above/ to further 
strengthening our economic and risk analysis functions, to hiring additional market and 
quantitative experts to further address our expanded responsibilities, to continuing to improve 
our technology and operations to make the agency more agile and effective, to ensuring that both 
our examination and enforcement function are strong and effective to match and address current 
markets. Outlined below is a brief overview of some of the key components of our request. 


Expanding Oversight of Investment Advisers and Strengthening Compliance 

The need for significant additional resources to permit the agency to increase its 
examination coverage of registered investment advisers and investment companies cannot be 
overstated. Increasing this examination coverage is vital to the SEC's ability to protect investors 
and the nation's securities markets. 

The largest increase in entities registered with the SEC has occurred among investment 
advisers: a decade ago, there were approximately 9.000 investment advisers managing $28 


The SEC will continue in 2016 to complete its remaining mandates. Of particular focus and priority will be to 
finalize the remaining security-based swap rules required of the SEC by Title Vll of the Dodd-Frank Act. Last 
month, the agency passed another key Title Vll milestone with the adoption of the last set of rules for cross-border 
dealer activity. Adoption ofthe substantive requirements for security-based swap dealers - specifically, the rules 
governing their business conduct and the requirements for their capital, margin, and asset segregation — are expected 
to be adopted soon. 

The SEC has continued its discretionary rulemaking in a number of areas essential to our mission. Three of the 
most prominent ofthese initiatives center on the asset management industry, the structure ofthe equity markets, and 
the SEC's disclosure regime. The Commission took action on all three in 2015, and 1 expect additional actions this 
year. Going forward, additional rulemaking initiatives to be considered will likely also include: shortening the 
securities transaction settlement cycle to support industry efforts and reduce potential systemic risk; further 
enhancing filings through the expanded use of .structured data; and finalizing rules to update the intrastate offering 
exemption and recommendations for a universal proxy. In addition, I expect to continue to develop support from 
my fellow Commissioners for a uniform fiduciary duty for investment advisers and broker-dealers, and to bring 
forward a workable program for third party assessments to enhance the compliance of registered investment 
advisers. 
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trillion in assets, while the current projection is that these figures will grow to 12,500 investment 
advisers managing more than $70 trillion in assets by FY 2017. Beyond an increase in the 
number of advisers and assets under management, additional challenges to examination staff are 
posed by the increased use of new and complex products by both investment advisers and 
broker-dealers, an increasing use of technology in registrants’ operations that facilitate activities 
such as high-frequency and algorithmic trading, and the growth of complex ’‘families” of 
financial services companies with integrated operations that include both hroker-dealer and 
investment adviser affiliates. As a point of reference, a decade ago we had approximately 1 7 
OCIE staff per trillion dollars in inve.stment adviser assets under management, but today have 
only approximately 8 OCIE staff per trillion dollars. 

In FY 2015, ,SEC staff, through risk-targeted exams, examined approximately 1 0 percent 
of registered investment advisers; these firms manage more than 30 percent of the assets under 
management of currently registered advisers. The program also continued its emphasis on the 
roughly 40 percent of all registered investment advisers that have never been examined through 
the continuation of the NEP’s never before examined adviser initiative started in 2014. 
Significant additional resources are critical to improve the examination coverage of this 
important industry. Under the FY 2017 reque.st. a top priority will be to hire 127 additional 
examiners, primarily to conduct additional examinations of investment advisers, but also to 
improve oversight and examination functions related to broker-dealers, clearing agencies, 
transfer agents, SROs, swap data repositories, municipal advisors, and crowdfunding portals, 
among others. 
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Continue to Leverage Technology 

The SEC has made substantial progress in modernizing its technology systems, 
streamlining operations, increasing our use of data analytics, and increasing the effectiveness of 
its programs. The SEC’s FY 201 7 budget request, which includes full use of the Reserve Fund, 
seeks to build on this progress by supporting a number of key information technology (IT) 
initiatives, including: 

• Expanding data analytic tools that assist in the integration and analysis of huge 
volumes of financial market data, employing algorithms and quantitative models that can 
lead to earlier detection of fraud or suspicious behavior and ultimately enabling the 
agency to allocate its resources more effectively. For example, SEC staff has used data 
analytic (including pattern recognition) tools to, among other things, detect potential 
fraudulent or manipulative trading, identify financial statement outliers or unusual trends 
indicative of possible accounting fraud, discover possible money laundering, sift through 
massive volumes of trading data to detect suspicious trading patterns, and flag higher risk 
registrants for examination prioritization. 

• Increasing investments in Information Security to address, as a top priority, the ability 
to monitor and avoid advanced persistent threats. The SEC's IT security program plans 
to focus its efforts on improved risk management and monitoring and continuing to invest 
in modernizing and securing the SEC’s infrastructure to enhance workflow and document 
management, the SEC’s electronic discovery program, operational resiliency, and internal 
communications to staff 

• Redesigning the Electronic Data Gathering, Analysis and Retrieval (EDGAR) 
sy.stem, an ongoing, multi-year effort to simplify and optimize the financial reporting 
process to promote automation and reduce filer burden. With a more modem EDGAR, 
both the investing public and SEC staff will benefit from having improved access to 
better data. We are also making incremental enhancements to the exi.sting system to 
improve the user experience, accommodate new submission requirements, and other 
improvements that are needed prior to the full redesign. 

• Improving examinations through risk assessment and surveillance tools that will 
help staff monitor for trends and emerging fraud risks, as well as improving the 
efficiency of the examination program so it can cover higher risk areas with its resources. 

• Enhancing the Tips, Complaints, and Referral system (TCR) to bolster its flexibility, 
configurability, and adaptability. TCR investments will provide more flexible and 
comprehensive intake, triage, resolution tracking, searching, and reporting functionalities, 
with full auditing capabilities. 
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• Improving enforcement investigation and litigation tracking to better handle the 
substantial volume of materials produced during investigations and litigation. Among 
other initiatives, the SEC needs to build capacity to electronically transmit data for 
tracking and loading (versus the current practice of receiving content via the mail); 
implement a document management system for Enforcement’s internal case files; and 
revamp the tools used to collect trading data from market participants. 

• Further modernize SEC.gov to make one of the most widely used Federal Government 
websites more flexible, informative, easier to navigate, and secure for investors, public 
companies, registrants, and the general public. 

• Invest in further business process automation and improvements to build workflow 
applications that will improve the efficiency and effectiveness of the agency in serving 
the public. 

To better execute these and other technology initiatives, the FY 2017 request includes 
eight new positions for Office of Information Technology (OIT). These staff w'ould serve as 
project managers, business analysts, and technical resources who will improve technology and 
data management support for the SEC’s business areas, in addition, the positions will enhance 
information security through monitoring, and drive further improvements in IT equipment 
management and reporting. 


Bolster Enforcement Resources to Address Wrongdoing in Today’s Markets 

It is vital to the SEC's mission to bring timely, high-quality enforcement actions when 
violations of the Federal securities laws are identified. In FY 2015, the SEC brought a record 
number of enforcement actions against those who defrauded investors and violated the law - 
including many first of their kind actions - and obtained order for monetary remedies exceeding 
$4 billion. Building on these very strong efforts, the agency must continue to enhance its 
enforcement function to keep pace with the growing size and complexity of the nation’s markets 
and to swiftly and aggressively address mi.sconduct. 
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For FY 2017, the SEC is requesting 52 additional positions for the Enforcement Division. 
The Division will use the additional requested positions to support its three core functions: 
intelligence analysis, investigation, and litigation. Specifically, these additional resources will 
support the Enforcement program’s current and future initiatives by, among other things: 

• increasing the experienced forensic accountants, attorneys, industry experts, and 
information technology and support staff needed to promptly detect, prioritize, and 
investigate areas appropriate for enhanced enforcement efforts (30 positions); 

• adding experienced trial attorneys to prosecute the growing number of highly-complex 
enforcement actions (12 positions); 

• enhancing Enforcement's data analytics expertise to assist in the implementation of data 
intensive projects, state-of-the-art investigative tools (such as eDiscovery and knowledge 
management), and improved forensic capabilities (5 positions); and 

• bolstering staffing for intelligence functions, including the collection, analysis, triage, 
referral, monitoring, and follow-through on the thousands of TCRs received each year (5 
positions). 

With respect to the latter two priorities, analysis of large datasets, including SEC filings 
and trading data in equities, options, municipal bonds, and other securities, helps to limit investor 
harm by increasing the chances of detecting misconduct earlier. The SEC’s Enforcement 
program expects the improved data analysis capabilities derived from the agency’s investments 
in IT will yield additional important case leads in FY 2017. As a result, the Enforcement 
program would dedicate 10 of the requested positions to further develop its data analytic 
function, increasing the number of staff re.sponsible for reviewing and triaging incoming TCRs 
and bolstering the number of staff to whom TCRs are sent for further investigation. 

The Enforcement program also requires increased staffing to promptly detect complex 
frauds and other difficult-to-detect misconduct, whether it occurs at hedge funds, broker-dealers, 
or “boiler rooms;’’ respond to misconduct in the changing equity markets relating to algorithmic 
trading and dark pools; address large-scale insider trading and stock manipulation; and keep pace 
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with a rapidly evolving industry. As a result, 30 of the positions the SEC is .seeking in FY 2017 
would be to reinforce its investigative functions. These new positions will help the Division 
continue progress on existing investigations and handle its increasing case load, while quickly 
investigating and bringing emergency actions as necessary in matters where investors’ money 
may dissipate if immediate action is not taken. 

Finally, 12 of the new positions the SEC is requesting in FY 2017 would reinforce its 
litigation operations nationwide. This increased allocation will enable the SEC to handle the 
higher proportion of enforcement actions that are being filed as contested matters as well as to 
follow through on its commitment to litigate any case where it believes admissions of 
wrongdoing are necessary to achieve greater public accountability. 

Focus on Economic and Risk Analysis to Support Rulemaking and Oversight 

The SEC remains committed to strengthening the economic and risk analysis functions of 
its Division of Economic and Risk Analysis (DERA) and for FY 2017 plans to add six new 
positions to DERA. DERA is our fastest growing division, and this additional growth would 
continue to deepen the Division’s expertise in support of rulemaking initiatives affecting the 
capital markets as well as initiatives to detect violations of the securities laws. 

The DERA positions requested would focus on areas including exchange-traded funds, 
microcap stocks, the derivatives markets, and asset-backed securities. These staff would work 
with colleagues across the SEC to proactively monitor these markets from a systemic 
perspective, as well as to develop analytical tools to assist the Division of Enforcement in 
analyzing and identifying potential illicit activity in these areas. 
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Meet Expanded Rulemaking and Oversight Responsibilities 

The agency is also requesting seven additional positions in FY 2017 for its Division of 
Trading and Markets. In FY 2017, the Division plans to use the additional positions requested to 
undertake new market-related responsibilities resulting from ongoing or recently completed 
rulemakings, as well as continuing to improve the agency’s market supervision. Three of these 
positions would help the Division implement its new or enhanced responsibilities to oversee 
clearing agencies and swap data repositories. The other four would help improve the SEC’s 
analytics and reporting on broker-dealers' finances, internal controls, and risk management 
practices; process rule proposals from a growing number of SROs: and provide interpretive 
guidance related to the derivatives markets. 

The SEC is also requesting seven new positions for the Division of Investment 
Management to implement key policy objectives. These personnel would conduct ongoing data 
analysis, including new data that would be submitted to the SEC as part of the investment 
eompany reporting modernization initiative. In addition, they would monitor issues related to 
as.set management risks (including tho,se related to liquidity, derivatives, stress testing and 
transition planning rulemaking initiatives), provide interpretive advice, and respond to exemptive 
applications. 

Conclusion 

Thank you again for the opportunity to present the President's FY 2017 budget request. 
The SEC has made great progress with the recent funding increases approved by Congress, and 1 
deeply appreciate the President's and Congress’ continued support of the agency. I look forward 
to working with the Subcommittee to provide the SEC with the resources it needs to fulfill its 
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important responsibilities to investors and our capital markets. I would be happy to answer any 
questions. 
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Mr. Crenshaw. Well, thank you very much. We will start the 
questions now, and we will try to observe the 5 minute rule, 
though there will be some members coming and going — there are 
other hearings going on at this very moment. Some are right across 
the hall; some are right down the hall. 

But let me start by just asking you about your budget this year, 
a requested increase of $176 million. And I mentioned that is an 
11 percent increase over last year. Last year, you received a $105 
million of an increase, which is $281 million over 2 years. But from 
2015 to 2016, there was $51 million in carryover. I wonder how 
that happened, and how that works when you also have access to 
a reserve fund that was set up under Dodd-Frank. Just talk about 
the funding over the last 2 years, and that $51 million. How does 
that occur, and what do you plan to do with that $51 million? 

Ms. White. I think you are referring to carryover balances, and 
I think we spoke about this last year. The SEC, unlike, a number 
of other Federal agencies have what are called no-year funds, so 
that we are allowed to carryover funds that we have not spent dur- 
ing the particular appropriations cycle. It allows for better financial 
planning and smarter hiring. You do not want to be rushed to hire 
the wrong experts, or enter into the wrong contracts because you 
have got an artificial deadline. In the last several years, the carry- 
over balances have actually come down. Some of those balances are 
also attributable to de-obligating funds on completed contracts. So, 
again, that is good financial management. 

We take into account those carryover balances when we make 
our request for the subsequent year. You cannot estimate precisely 
what you are going to have in a given year and it depends on when 
we get our appropriation as well. Obviously, if we get it late in the 
year then that puts more pressure on us to spend by the end of 
that year. But fortunately, because of the no-year funds, we are 
able to spend it smartly, wisely, and be good stewards of the funds 
that Congress appropriates for us. 

Mr. Crenshaw. I got you. And last year, you received a $105 mil- 
lion increase, but it was less than you requested. I think $117 mil- 
lion less than that. So, when you do not get as much as you ask 
for, how do you prioritize — of that $105, what will your — I know 
you have done a lot of work in enforcement investigations. But 
when you do not have as much as you had requested, tell us a little 
bit about how the priorities were with the money you did receive, 
including from last year. 

Ms. White. Basically, what we try to do — and obviously, it 
makes a difference what our most pressing needs are in a given ap- 
propriations cycle. For example, last year and this year, one of our 
very high priorities is to try to increase the number of examiners 
we have to examine that investment advisor space we have talked 
about for at least our last two or three hearings, to strengthen en- 
forcement. 

We align the priorities we sought the funding for, and then make 
separate judgments based on the reduced amount that we receive. 
We essentially allocated through a very thorough process those po- 
sitions to best meet the priorities that were contained in our budg- 
et request. 
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So, a number of them went, indeed, to I. A., investment advisor 
examiners. A number went to Enforcement. A number obviously 
went to the Division of Economic and Risk Analysis. A number 
went to — I wish it was a bigger number, but a number also went 
to hiring more market experts, as we outlined, as well as to the ex- 
tent that the money was available it went to continue the tech- 
nology projects that are so critical to us. 

You mentioned the reserve fund. We have used, at the SEC, the 
reserve fund set up by Dodd-Frank, as you indicated, for the long- 
term mission critical I.T. projects that are so essential to us. I 
think we had $25 million of that rescinded last year, so we had to 
deal with, less money than we really needed last year. But again, 
we try to do smart budgeting after we get our appropriation, as 
well as before, when we make our request. 

Mr. Crenshaw. Got it. You mentioned DERA, and I mentioned 
in my opening statement that we have carved out money for that 
division. We think that is important in terms of understanding the 
cost-benefit analysis, and I want to get you to comment on that. 
How has that worked out? I mean, has that been helpful, across 
the board, in assisting what you do? 

Ms. White. Well, certainly, I would say that yes, and I have said 
before that I think DERA is one of the great success stories of the 
SEC. I very much appreciate the support that we have gotten 
through the appropriations process for DERA. It is also our fastest 
growing division. And they essentially, in addition to cost-benefit 
analysis on our rulemakings, also do what I would call substantive, 
original research on our rulemaking. They are able to do that, as 
not only we have gotten more positions, more economists, but have 
really built the infrastructure for them to be able to do their work. 

So they get involved earlier in the rulemakings. You will see, 
often now, their own studies, their own original research is actually 
put into the public comment file and arena for people to comment 
on. 

And so, that has really come a long way, and you cannot over- 
state its importance to the quality of our rulemaking. They also 
are, now, in the last couple of years at least — maybe a little longer 
than that, really — and increasingly so, integrated into the entire 
agency. They are the ones who primarily manage our big data, 
structured and unstructured, not only for themselves and their re- 
search, but for the other divisions to help them do their job much 
better. 

They are also the ones that have really designed and conceived 
of and work with the other divisions on these data analytics that 
we have talked about throughout our budget requests and in prior 
hearings so that Enforcement and our exam staff is better able to 
identify high-risk areas. Where do we go to examine? Where is this 
suspicious activity that we need to go and look at more deeply? 
They are really doing, I think, fantastic work at the agency. 

Mr. Crenshaw. Well, thank you. I am glad to hear that. One of 
the things that we asked last year in the omnibus bill is for them 
to do a study, and report back to us because I think there is some 
concern that there is an awful lot of regulation. I mentioned in my 
opening statement that you have Basel III, and this, that, lots of 
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regulations. And there is some concern among folks that there lay- 
ers of regulations have impacted the liquidity of the markets. 

So, we ask for a report to see what they would have to say, and 
I am looking forward to reading that report, but do you think some 
of those regulations — if there is a lack of liquidity, was that an un- 
intended consequence, or do you think that was part of the plan 
in cooling down the economy, or heating it up, based on your view 
of what happened in 2008? 

Ms. White. Unintended consequences, is something all the regu- 
lators must be focused on, at all times, and certainly, with respect 
to the enormous amount of rulemaking that has been done since 
the crisis that also applies. And all of the rulemakings we do at the 
SEC are looked at through that lens. I guess I would say two 
things about this. 

Liquidity is enormously important to the functioning in our mar- 
kets, our economy, and to growth. So, it is an enormously impor- 
tant set of issues, I would say, that all the regulators, certainly the 
SEC, are focused on. Determining whether you have a reduction in 
liquidity, to what extent, and if so, what the causes are, I think 
any economist will tell you, whether they are in DERA or they are 
elsewhere, is extraordinarily difficult. We have, for example, with 
our fellow banking regulators, and I think the CFTC, reported 
quarterly to the House of Financial Services Committee, on wheth- 
er we can determine whether the Volcker Rule has had a negative 
impact on the corporate bond — the liquidity in the corporate bond 
markets. 

And, thus far, clearly the conclusion is we cannot say that it has 
had an impact. So, it is enormously important to study and enor- 
mously important to try to figure it out, just what you are dealing 
with, looking for unintended consequences, if you find them. And 
if they are negative, doing something about them. 

I did see — and I am glad to see the academic community getting 
into this issue. A fairly recent study that was presented, or is to 
be presented at one of our DERA conferences, I think a British Co- 
lumbia study really looked precisely at this question of the com- 
bined regulations, but more specifically, even the impact of the 
Volcker Rule on liquidity. 

That particular study determined that it has not had a negative 
impact on liquidity, and indeed, you see liquidity deteriorating 
right after the crisis, but you do not see blips up after regulators 
have been put into place. Obviously, there will be more studies 
coming forth, as there should be. So, it is enormously important to 
stay on top of 

Mr. Crenshaw. So, it is a concern, and it sounds to me like you 
all have looked at that from time and time, and I think this study 
will give us even more information about that. Do you ever talk 
about what is the appropriate liquidity level? I mean, you cannot 
really pin that down, but it is something you all talk about as you 
look at the markets? 

Ms. White. Yes, no question about it. Obviously, you have other 
objectives you are trying to achieve as well that you are balancing 
from time to time with regulations with liquidity. But it is enor- 
mously important all the time to look at that. 

Mr. Crenshaw. Got it. OK. Now, let’s turn to Mr. Serrano. 
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Mr. Serrano. Thank you, Mr. Chairman. Chair White, the Presi- 
dent’s budget request of $1,781 billion, an increase of about six per- 
cent for fiscal year 2016, will support 250 new positions. You are 
requesting 52 new positions in enforcement, 127 in compliance, 
four in corporate finance, and seven each in trading and markets, 
and investment management. 

Please explain what functions these will serve, and why they are 
needed. And also, as a follow-up, what would happen if you did not 
get these positions? 

Ms. White. Well, starting with the exam positions, I think we 
have requested 127, about, I think, 105 or 107 of those would actu- 
ally go to that investor advisor space, which we have talked about 
before, where we have resources only to examine about 10 percent 
a year, which obviously creates a very significant investor protec- 
tion issue. So, you know, that is what — primarily we would use 
those for. 

We would also use the examiners in other spaces, as well such 
as our oversight responsibilities over the exchanges, the SROs and 
broker dealers. Enforcement: I cannot overstate the importance of 
strong enforcement, particularly in these markets as they get fast- 
er, more complex. We need market experts, and we need people 
who know how to use these data analytics and apply them smartly. 

We are charging more individuals now in our Enforcement pro- 
gram, which I think is very important to stronger deterrence. That 
means, or at least, this would be my theory of why that means we 
have had more trials recently, so a dozen of those positions in En- 
forcement would be devoted to bolstering our litigation unit — our 
trial unit in the office. 

And then, I think 24 of the positions really spread over DERA, 
Corporation Finance, Trading and Market, and Investment Man- 
agement would be for market oversight, and just as our responsibil- 
ities are diverse and expansive, different ones of these hires would 
be used in order to be able to cover those responsibilities as best 
we can. 

And so, if we were not to get these positions, you essentially 
would see a deterioration in every one of those priorities that we 
outlined in our budget request. We would be examining less, there- 
fore subjecting investors to much more risk. We would not be en- 
forcing as we should be. We could not try the cases that we need 
to try and prevail in, in order to send a strong deterrent message. 
We have new responsibilities under Dodd-Frank and the JOBS Act, 
and we have to oversee the new crowdfunding regime. We have ex- 
aminers devoted to the Volcker Rule. 

So, it is really spread out among, and I think smartly, the prior- 
ities and the responsibilities that we have. And if we were not to 
get the funding we need, we would clearly be compromising our 
mission, compromising the markets, and compromising investor 
protection. 

Mr. Serrano. Well, I am glad to hear that you used the word 
enforcement because I keep telling this story, but it cannot be told 
enough. Some years ago, this agency — ^you were not there, came to 
the subcommittee and actually said, “We do not need any more 
money. We are fine.” And we later found out why. They were not 
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enforcing anything, and only history will tell what role they played 
in that 2007/2008 fiasco. 

Let me take you, very quickly, to Puerto Rico, which is not a bad 
place to take anyone. Puerto Rico is in the midst of an economic 
crisis that is so bad it really is becoming a humanitarian one. Your 
investment management division is urging funds, especially those 
with exposure to Puerto Rico, set to monitor, to continually update 
their disclosure based on the risk associated with their invest- 
ments. Can you talk a little about that and any other role the SEC 
may have in what is unfolding in Puerto Rico? 

Ms. White. Yes. I think the guidance update that you are refer- 
ring to really is to make sure that investors are looking out for 
risks they may face — losses they may face that are due to market 
events. And obviously, and sadly and tragically, what is going on 
in Puerto Rico creates those, in some situations. So, it is really a 
prudent set of guidance for investors. 

In terms of the SEC’s role in the underlying crisis, beyond at- 
tending to investors and holdings in funds, which really the guid- 
ance goes to, we do not have a direct role in that, although as a 
member of FSOC, I clearly am in discussions about that with Sec- 
retary Lew and the FSOC members who are — and particularly Sec- 
retary Lew, as you know, is very, very focused on the core of that 
crisis. We also coordinate with our fellow financial regulators, just 
in terms of impacts and possible impacts not only on investors — 
direct investors, but in the broader markets. 

Mr. Serrano. Thank you. Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. I am going to turn now to Mr. 
Graves, and then Mr. Quigley, but I wanted to note that we have 
been joined by the ranking member of the full committee, Mrs. 
Lowey, and she will be here to ask a question or two along the 
way. So, welcome. Mr. Graves. 

Mr. Graves. Thank you, Mr. Chairman. Chair White, good to see 
you again. I know many of the members of this subcommittee have 
raised concerns related to the DOL and SEC fiduciary rulemaking, 
so I want to talk about that just a minute. 

It was brought up with Director Donovan a few weeks ago, as we 
all met. And there was an area that we feel like has just been ig- 
nored a little bit too much, and its implications of the rule, we feel 
like impact hardworking constituents that we all represent, includ- 
ing hardworking Georgians that I do. Chairman Johnson in the 
Senate produced a report on the problems with the Department’s 
rule, and he published it on February 24th, and Mr. Chairman, I 
would like that submitted for the record, for the committee. 

And that is a 40 page report, so I do not expect everybody to go 
through it right now, but there is one area I wanted to focus on, 
and I am going to quote the report. It says, “Despite public assur- 
ances that that the Labor Department has collaborated with the 
SEC, emails between a Labor Department employee and an SEC 
expert revealed discord between the agencies about the rule- 
making.” And the report goes on, with a senior SEC official stating 
concerns about reduced pricing options, rising cost, and limited ac- 
cess to retirement advice, particularly for retail investors — in other 
words, our constituency. 

[The information follows:] 
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EXECUTIVE SUMMARY 


For millions of Americans, retirement saving is an important step in ensuring a 
comfortable standard of living well past employment. However, the process of saving for 
retirement can be difficult, confusing, and scary. To navigate the wide iirray of saving plans and 
options, individuals often turn to investment advisors for advice. ,A 20 1 5 study reported that 
receiving investment advice significantly increases retirement savings.' According to the report, 
among individuals with $ 1 00,000 or less in annual income, individuals who receive investment 
advice save at least 38% more than individuals who do not receive investment advice. ‘ For 
individuals of retirement age (65 and older), the disparity increases: advised individuals have 
more than double the assets of non-advised individuals.’ 

The Department of Labor issued a proposed rule (“rule,” “proposed rule,” or “proposal”) 
on April 20, 2015, which would expand the definition of a fiduciary under the Employee 
Retirement Income Security Act of 1974 (ERISA). The Labor Department's proposed rule 
redefined the term “investment advice” to encompass activities that occur within pension and 
retirement plans, but that do not constitute investment advice under the existing definition of 
investment advice. The Labor Department touts its rule as a necessary reform to the investment 
advice industry to ensure that investment advisors avoid conflicts of interest and act in the best 
interest of their clients. 


In February 2015, Senator Ron Johnson, Chairman of the Senate Committee on 
Homeland Security and Governmental Affairs, initiated an inquiry to examine the Labor 
Department’s fiduciary rulemaking. This inquiry found that career, non-partisan professional 
staff at the Securities and Exchange Commission (SEC); regulatory experts at the Office of 
Information and Regulatory Affairs (OIRA) within the Office of Management and Budget 
(0MB); and Treasury Department officials expressed numerous concerns to the Labor 
Department about its proposed rule. Documents obtained by the Committee also indicate that 
officials at the Labor Department disregarded many of these concerns and declined to implement 
recommendations from the SEC, OIRA, and the Treasury Department. The majority staff found 
that the Labor Department frequently prioritized the expeditious completion of the rulemaking 
process at the expense of thoughtful deliberation. Additionally, the majority staff found 
indications that political appointees at the White House played a key role in driving the 
rulemaking process at the inception of the redrafting effort. 


’ Oliver Wyman, The Roi.e of financial advisors in the us Retirement Market 1 6 (20 1 .S) 

“ Id.', Restricting Ad\'ice and Education: DOL 's Utmorkable Investment Proposal for American Families and 
Retirees, Hearing Before the Suheomm. on Emp 7 Workplace Safety of the S. Comm, on Health. Ednc... Labor 
Pensions, 1 [4th Cong. (2015) [hereinafter Senate HELP Committee Hearing] (statement of Peter Schneider, 
President, Primerica, Inc.). 

Wyman, supra note 1 ; Senate HELP Committee Hea’ing (statement of Peter Schneider), supra note 2. 
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Specifically, the report’s findings include the following information; 

® Despite public assurances that the Labor Department had collaborated with the SEC, 
emails between a Labor Department employee and an SEC expert reveal discord between 
the agencies about the rulemaking. The Labor Department employee wrote to his SEC 
counterpart: “Well, i hate to break it to you, but you're wrong,” and “We have now gone 
far beyond the point where your input was helpful to me. . . . If you have nothing 
new to bring up, please stop emailing me.” The SEC staffer responded: “I am now 
also utterly confused as to what the pnrpose of the proposed DOL rule is . ^ 

® Career, non-partisan SEC staff identified at least 26 items of concern related to the 
substantive content of the proposed rule, and the Labor Department declined to fully 
resolve all of the concerns.' 

® After the Labor Department sought to address to the SEC’s stated items of concern, a 
senior SEC official emphasized to the Labor Department that concerns remained; 

[W]e continue to believe that commentators are likely to raise concerns that the 
proposal may result in reduced pricing options, rising costs and lim ited access to 
retirement advice, particularly for retail investors. Commentators also may 
express concerns that broker-dealers, as a practical matter, may he unlikely to 
use the exemptions provided and may stop providing services because of the 
number of conditions imposed, likely compliance costs, and lack of clarity around 
several provisions. “ 

® The Labor Department rejected the SEC's recommendation and ignored the requirements 
of Executive Orders 12866 and 13563 to quantify the costs and benefits of alternative 
approaches. As a Labor Department employee explained, “We think this would be 
extraordinarily difficult and would appreciably delay the project for very little 
return . . . 

• Treasury officials voiced concerns that the Labor Department’s proposal, by attempting 
to regulate IRAs through the proposed rule, “fl[ies] in the face of logic” and was contrary 
to Congressional intent. The Labor Department promulgated the proposed rule less than 
two weeks a:fter circulating this draft, undoubtedly limiting the extent to which the 
Department considered the comments it received from the Treasurj' Department.* 

• The Administration was predetermined to regulate the industry and sought evidence to 
Justify its preferred action. In emails to senior White House advisors, a Labor 
Department official wrote of the “challenges in completing the [regulatory impact 


Inff'a Part H(a). 

^ Infra Part n(a). 

!nfra Part U{a). 

’ Infra Part n(a)(iv), 
® Infra Part l.!(d). 
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analysis]” and of the need to find literature and data that “can be woven together to 
demonstrate that there is a market failure and to moiietke the potential benefits of 
fixing it.” In another email, a Labor Department official discussed “building the case 
for why the rule is necessary.”’ 

• The Labor Department rejected OIRA’s recommendation to add language stating that the 
rule would “permit finns to continue to rely on all common fee and compensation 
practices . . . The Labor Department responded that “[n]ot all fee practices will be 
pemiitted by the exemptions” and that “[b]y deleting ‘all’ we slightly soften this by 
leaving it at ‘common fee and compensation practices.’”'” 


Investment advisors, in general, do not dispute the importance of acting in the best 
interest of their clients, and many advisors already abide by a best interest standard. ' ' However, 
experts have criticized the proposed rule as burdensome and complex,'* and have challenged the 
Labor Department’s claims that the rule will generate benefits for investors. ' ’ They contend that 
the Administration has reported inflated numbers for the harm that results from inve.stors relying 
on “conflicted advice,”” with one expert opining “[y]ou don’t have to be an economist to 
recognize the Administration’s $1 7 billion talking point significantly overestimates the costs, if 
any, to investors relying on the ‘conflicted advice’ of brokers.”'^ Experts also caution that the 
proposal’s conditions and requirements would create uncertainty for investment advisors and 
would increase compliance costs and litigation risks. They warn that the Labor Department's 
analysis overstates the rule’s benefits and that the rule could actually result in net losses to 
retirement savers.'* These experts emphasize that the rule would actually harm the investors it is 
supposed to protect; the rule would drive up the price of investment advice and would ultimately 
decrease the availability of advice for low- and middle-income investors. 

A 2015 report estimates that the rule will cause a loss of retirement savings of $68-80 
billion per year, and will “jeopardize retirement readiness for 11.9 million IRA and retirement 
participants.”' ^ Robert Litan, an economist and attorney who served as the associate director of 


Infra Part IV. 

Infra Part U(c). 

' ' E.g. , Senate HELP Committee Hearing, supra note 2 (statement of Robert Litan). 

W, 

Id (statement of Peter Schneider); Qu.WTWA STRATEOIES, LLC, UNINTENDED CONSRQUENCES: POTENTIAL OF 
THE DOL REGULA'I IONS TO REDUCE FINANCIAL ADVICE .AND ERODE RFnR.EMONT READINttS-S 1 (2015) (prepared fot 
Davis & Harman). 

Exec. Office of the President. The EFrecrs of Confucted Investment advice on Retirement Savings 
(2015). 

Craig M. Lewi.s, An inflated $17 Billion Talking Point From the DOL, FORBES (Dec. 16, 2015, 12:30 PM), 
http://www.forbes.com/sites/realspin/20 1 5/1 20 6/an-inflated-17-binion-talking-point-From-the-do!,i#782b0284.39el. 
’’’ QUANTRIA Strattgies, supra note 13, at 1; Senate HELP Committee Hearing, supra note 2 (statement of Robert 
Litan). 

” Quantria Strafeoies, supra note 13, at I; Senate HELP Committee Hearing, supra note 2 (statement of Peter 
Schneider). 
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the White House budget oiTice in the Clinton Administration, predicts that seven million or more 
small investors could lose their brokers as a result of the rule. This would be costly to 

investors, who may make worse investing decisions when they do not receive human investment 
advice.''* 


Some observers suggest that this is actually an intended effect of the rule, and that the 
Labor Department believes that low- and middle-income investors should receive advice 
primarily from robo-advisors to avoid conflicts of interest.’® If accurate, it is alarming that the 
Labor Department is intentionally restricting low- and middle-income investors to robo-advice 
based on a presumption that those investors lack the sophistication to interact with an individual 
investment advisor and to understand options presented to them. 

As the majority staff puts forward its findings, it is important to note that Chairman 
.Tohnson performed this oversight in the face of continuous obstruction from the Labor 
Department, in February 2015. Chairman Johnson requested documents, including 
communications between the Labor Department and the White House and between the Labor 
Department and the SEC. However, to date, the Labor Department has not fulfilled Chairman 
Johnson’s requests. The Labor Department has produced no material responsive to Chairman 
Johnson request for communications between the Department and the W'hite House. The 
Department initially claimed that no responsive documents existed, but refused to provide 
Chainnan Johnson with information about how Labor Department officials searched for 
documents. Chairman John.son later received, from the SEC, communications between the 
Department and the White House. Additionally, the Department has produced only a limited 
subset of self-selected communications between the Department and the SEC and provided short 
briefings to the Committee. These productions fall short of fiill compliance. Most egregiously, 
the Labor Department even urged the SEC to similarly hinder Chairman Johnson’s oversight 
work by asking the SEC to reject the Chairman’s separate reque.sts to the SEC for documents in 
the control and possession of the SEC. 

Due to the Labor Department’s obstructionism. Chairman Johnson and the majority staff 
have not had the opportunity to review the full universe of documents and communications 
related to the rule. The analysis and findings in this report are based on the information received. 
However, the information that Chairman Johnson was able to obtain strongly suggests that the 
Labor Department engaged in a flawed rulemaking process to craft a rule that will hurt millions 
of American retirement savers. 


Senate HELP Committee Hearing, mpra note 2 (statement of Robert Litan). 

-°ld 
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I. INTRODUCTION 


On April 20, 201 5, the Department of Labor issued a proposed rule to expand the 
definition of a fiduciary under the Employee Retirement Income Security Act of 1974 
(ERISA)/' The Labor Department's proposed rule redefined the temi “investment advice” to 
encompass activities that occur within pension and retirement plans, but do not constitute 
investment advice under the existing definition of investment advice."' The Labor Department’s 
promulgation of this rule was the culmination of a years-iong effort by the Department’s 
Employee Benefits Security Administration (EBSA)."^ 

Even before the latest proposal was announced, stakeholders began raising concerns that 
the rule would adversely affect access to investment advice for low- and middle-income 
Americans."'* Additional questions were raised about the close involvement of the White House 
in shaping the proposal.*'' in light of these concerns. Senator Ron Johnson, Chairman of the 
Senate Committee on Homeland Security and Governmental Affairs, initiated an inquiry in early 
February 2015."*’ 

Under Senate rules and precedent, the Committee has legislative jurisdiction over 
intergovemmenta! relations and the regulatory process of the federal government. The 
Committee also has specific authority to examine “the efficiency and economy of all branches 
and functions of Government with particular references to the operations and management of 
Federal regulatory policies and programs.”*’ Chairman Johnson initiated the inquiry pursuant to 
these authorities. 

Chainnan Johnson sought to examine the Labor Department’s rulemaking process to 
ensure that the Department solicited and fully considered advice from career, non-partisan 
professionals with expertise in the proposal's subject matter.’* As part of its inquiry, Chairman 
Johnson requested information and documents from the Securities and Exchange Commission 


CONO. RllSEARCH SERV., R44207, DEPARTMIWIT OF LABOR’S 201.5 PROPOSED FIDUCIARY RULE: B.ACKCROUND 
AND ISSUES I (2015). 

f M 

Mark Schoeff, DOl Proposal of Fiduciary- FMty Rule Delayed Again, INVESTMENT NEW.S (May 28, 2014, 8:-10 
AM), http://www.investmentnews.eom/articIe/20I40528/FREE/I40529932.MoI-proposaI-of-fjduciary-duly-ruie- 
delayed -again. 

r W. 

E.g., Melanie Waddell, IVhiie House Gening Involved with DOL Fiduciary Redraft, THINK ADVISOR (Juiy 1, 
2014), http://www.thinkadvi,sor. com/201 4/07/01/wbite-house-getting~involved-with-doi-ftduciary-re. 

Appendix .A, Ex. !, Letter tfom Hon. Ron Johnson, Chairman, S. Comm, on Homeland Sec, & Governmental 
.Affairs (HSGAC), to Hon. Thomas E. Perez, Sec’y, U.S Dep’t of Labor (DOL) (Feb, 5, 2015). 

S. Res. 7.3 § 12, i 14th Cong. (2015). 

See Appendix .A, Ex. I, Letter Irom Chairman Johnson to Sec’y Perez, DOL (Feb. 5, 20 1 5); .Appendix A, Ex, 2, 
Letter from Chairman John.son to Sec’y Perez, DOL (Mar. 17, 2015). 
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(SEC),^^ the Financial Industry Regulatory Authority (FINRA),^^ the Office of Information and 
Regulatory Affairs (OfRA)/^ the Department of die Treasury,^" and the Labor Department. In 
response, the SEC provided three document productions to the Committee.^"^ These productions, 
which the SEC made despite the Labor Department’s attempt to persuade the SEC to reject the 
Chairman’s requests, ’^ shed significant light on the recommendations and concerns that career, 
non-partisan, professional staff at the SEC provided prior to the release of the proposal The 
SEC documents also shed light on aspects of the recommendations and concerns offered by 
regulatory experts at OIRA and from Treasury Department officials, FINRA additionally 
provided two document productions to the Committee.^^ OIRA provided one document 
production, although it was largely nonresponsive to Chairman Johnson’s requests/^ Finally, 
the Committee received a limited subset of documents from the Labor Department regarding its 
communications with the SEC; however, the Labor Department continues to withhold other 
responsive documents from the Committee.^* 

Based on the information received by the Committee, the majority staff has found that 
career, non-partisan, professional staff at the SEC, regulatory experts at OIRA, and Treasury 
Department officials expressed concerns to the Labor Department about its proposed rule. While 
Chairman Johnson and the majority staff' do not have access to the entirety of Labor Department 
records, it appears that the Labor Department ignored and rejected many concerns and 
recommendations by subject-matter and regulatory experts. 

Appendix A, Ex. 3, Letter from Chairman Johnson to Hon. Mar>' Jo White, Chair. SEC (Apr. 21. 2015): Appendix 
A, Ex. 4, Letter from Chairman Johnson to Chairwoman White, SEC (May 20, 2015): Appendix A, Ex. 5, Letter 
from Chairman Johnson to Chairwoman White, SEC (July 13, 2015). 

Appendix A, Ex. 6, Letter from Chairman Johnson to Richard Ketchum, Chairman, FINRA (Sept. 16, 2015). 

Appendix A, Ex. 7, Letter from Chairman Johnson Hon. Howard Shelimski, Admin’r. OIRA (May 1, 2015); 
Appendix A, Ex. 8, Letter from Chaimian Johnson to Admin’r Shelanski,OIRA (Dec. 3, 2015). 

Appendix A, Ex. 9, Letter from Chairman Johnson to Hon. Jacob Lew, Sec’y, Treasury Dep't (Nov. 12, 2015), 

Appendix A, Ex. 3, Letter from Chairman Johnson to Chairwoman White, SEC (Apr. 21, 2015). 

Appendix A, Ex. 10, Letter from Chairwoman White, SEC, to Chairman Johnson (May 5, 2015); Appendix A, Ex. 
11, Letter from Tim Henseler, Dir., Office of Leg. & Intergovernmental Affairs, SEC, to Chairman Johnson (July 
27. 2015); Appendix A, Ex. 12, Letter from Tim Henseler, SEC, to Chairman Jolmson (Sept. 15, 2015); Appendix 
A, Ex. 13, Letter from Tim Henseler, SEC, to Chairman Johnson (Nov. 25, 2015) (complete document productions 
on tile with Committee). 

Appendix A, Ex. 1 4, Letter from Adri Jayaratne, Acting Asst. Sec’y, Office of Cong. & Intergovernmental 
Affairs, DOL, to Chairman .fohnson (July 8, 2015). 

Appendix A, Ex. 15, Letter from Robert Colby. Exec. VP & Chief Legal Officer, FiNRA, to Chairman Johnson 
(Oct. 15, 2015); Appendix A, Ex. 16, Letter from Robert Colby, FiNRA,to Chairman Johnson (Oct, 29, 2015), 

Appendix A, Ex. 17, Letter from Admin’r Shelanski, OIRA, to Chairman Johnson (May 18, 2015); Appendix A, 
Ex. 18, Letter from Admin’r Shelanski, OIRA, to Chairman Johnson (Jan. 20, 2016). 

Appendix A, Ex. 19, Letter from Acting Asst. Sec’y Jayaratne, DOL, to Chairman Johnson (Feb. 9, 2015); 
Appendix A, Ex. 20, Letter from Acting Asst. Sec’y Jayaratne, DOL, to Chairman Johnson (Feb. 23, 

2015);Appe!idix A, Ex. 21, Letter from Acting Asst. Sec’y Jayaratne, DOL, to Chairman Johnson (Mar. 23, 2015); 
Appendix A, Ex, 22, Letter from Acting Asst. Secy Jayaratne, DOL, to Chairman Johnson {Apr. 3, 2015); 

Appendix A, Ex. 23, Letter from Acting Asst. Sec’y Jayaratne, DOL, to Chairman Johnson (.lime 15, 2015); 
Appendix A, Ex. 14, Letter from Acting Asst, Sec’y Jayaratne, DOL, to Chairman Johnson (July 8, 2015); Appendix 
A, Ex. 24, Letter from .Acting Asst. Sec’y Jayaratne, DOL, to Chairman Johnson (July 27, 2015). 
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The Department’s proposal appears to be a solution in search of a problem, driven by 
ideology rather than a market need. As a result, some studies suggest that the proposal could 
result in losses to retirement savers of $68-80 billion each year and will drive smaller investment 
advisors out of the marketplace.^^ Experts have criticized the Labor Department’s rule as 
burdensome and complex and caution that the rule’s conditions and requirements will create 
uncertainty for investment advisors and drive up compliance costs and litigation risks.'"’ 
Ultimately, the aile will likely prompt investment advisors to increase the price of service.s they 
offer to investors and to reduce the services they provide to middle-income investors.'" 


II. THE LABOR DEPARTMENT DECLINED TO INCORPORATE 

RECOMMENDATIONS FROM SUBJECT-MATTER AND REGULATORY 
EXPERTS 


a. The Labor Department Declined to Incorporate Recommendations from 
Career Experts at the SEC into the Proposed Rule 

Under the Dodd-Frank Act, the SEC has authority to regulate standards of care for 
broker-dealers and investment advisers.^" Section 913 of the Dodd-Frank Act directed the SEC 
to examine existing regulations, evaluate their potential effects on retail customers, and to 
recommend fiduciary standards to govern the industry.'*^ Additionally, based on the authority 
granted by the Investment Advisers Acts in 1940, the SEC has historically regulated the 
investment industry.'*'’ The SEC is, therefore, the proper entity with the appropriate securities 
law expertise, to consider issues such as requiring a best interest standard for investment 
advisors. The SEC has reported plans to issue a uniform regulation governing retail investment 
advice, which could result in “two incredibly burdensome and redundant rules’’*'^ disseminated 
by the Labor Department and the SEC.** 


■” Quantria Strateqies, supra note 13, at 1. 

Infra Part HI. 

Infra Part HI. 

The Dodd-Frank Wall Street Reform and Consumer Protection Act § 913, 124 Stat. 1376 {2010). 

Id.\ MEGAN MILLOY, AM. ACTION FORUM, DOT’S PRaR>SED FtDUCiARY RUl-E; NOT [N THE BEST INTEREST OF 

Investors (2015). 

Investment Advisers Act of 1940. 15 U.S.C. § 80b-I. 

Appendix A, Ex. 25. Letter from Daniel Gallagher, CommT, SEC, to Sec’y Perez, DDL (July 2), 2015). 

SEC O ffice of Mgint. & Budget Fall Agenda, Personalized Investment Advice Standard of Conduct, available at 
http;//H"w\v.reginfo,gov/pub}ic/do/eAgendaViewRule?publd=20!5!0&RIN'=3235-AL27 (scheduling a notice of 
proposed rulemaking for October 2016); Mark Schoeff, Jr., Si-JC ’s A/ao* White Says Agency Will Develop 
Flduciaty Rule for Brokers, INVESTMENT NEWS (Mar. 17,2015, 12:31 PM). 

http://wvvw.investmentnews.com./article/20150317/FREE/l503199I9/secs-mary-jo-\vhite-says-agency-wiII-develop- 

fiduciary-rute-for. 
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The Labor Department has authority under ERISA to regulate private-sector, employer- 
provided benefit plans. However, according to the former head of EBSA, the Labor Department 
has significantly departed from its traditional view of its jurisdiction by attempting to regulate 
compensation and conduct for all types of financial advisors, including registered investment 
advisors and registered representatives of broker dealers.'*^ At a minimum, given t!ie SEC stafF s 
expertise in securities regulation and the potential for conflict between the two rules, the Labor 
Department should have ensured that its rule incorporated recommendations and addressed 
concerns voiced by professional experts at the SEC. 

However, former SEC Commissioner Daniel Gallagher emphasized that the Labor 
Department did not collaborate with the SEC in the rulemaking process.'*® Commissioner 
Gallagher called the rulemaking a “fait accompli” and criticized the comment process for being 
“merely perfunctory. Commis.sioner Gallagher dispelled Department of Labor Secretary 
Thomas Perez’s claims that the Labor Department “met substantively” with career, non-partisan 
staff at the SEC, pointing out that Commissioner Gallagher was not included in any such 
conversations,®*^ Commissioner Gallagher wrote that, in contrast to Secretary Perez’s claims, 
“the [Labor Department’s] actions, and the substance of the [Labor Department] Fiduciary 
Proposal, reflect a lack of concern for the [SEC's] views on these issues.”®’ He continued: 

Strikingly, the Fiduciary Proposal does not contemplate or even mention potential 
SEC rules or the SEiC’s existing regime for regulating broker-dealers and 
investment advisers. If the DOL were actually serious about working together 
with the SEC on an implementable standard, it could have — and should have — 
included in its proposal some type of substituted compliance mechanism, in which 
compliance with an SEC fiduciary standard would satisfy the DOL rules. 

Chairman Johnson has obtained information that supports Commissioner Gallagher’s 
position that the Labor Department failed to work in good faith with the career, non-partisan, 
professional staff at the SEC. For more than a year preceding the Labor Department’s 
promulgation of the propo.sed rule, SEC staff received draft portions of the proposed rulemaking 
package, including a draft regulatory impact analysis, draft global exemption (Best Interest 
Contract Exemption), and background on the point of sale disclosure.®® Communications 
between the Labor Department and the SEC staff reveal numerous instances in which the Labor 
Department requested advice from SEC staff on fundamental a.spects of the proposal, but 

Hearing on the Department of labor 's Proposed Fiduciary Rule Before the Subcomm. on (X'ersight of the fl 
Comm, on Ways S Meam, 1 14th Cong. (2015) [hereinafter House Ways & Means Committee Hearing] (statement 
of Bradford Campbell). 

Appendix A, Ex. 25, Letter from Comm’r Gallagher, SEC to Sec’y Perez, DOL (July 21, 2015). 

" Id. 

^°td. 

” Id 

'"*■* Briefing by Staff. DOL, to Committee SlafT, HSGAC(Aug. 28, 2015) (notes on file with Committee). 
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disagreed with the SEC's recommendations and, in doing so, disregarded the SEC staffs 
subject-matter expertise. 

Although Sccretaiy Perez publicly assured stakeholders that the Labor Department 
collaborated with the SEC and “w'orked extensively with colleagues throughout the government, 
including and especially the [SEC],”^'^ documents obtained by the Committee paint another 
picture. A series of emails in July and August 2012 reveal disagreements between Labor 
Department staff and SEC staff about the type of improper activity the proposal should measure. 
The SEC staff suggested that the proposal should measure conllicts of interest, whereas the 
Labor Department sought to measure investment returns.'^ These men w ere apparently 
c lassmates in a PhD program- — which may account for the candid tone of the emails— but the 
email exchange suggests that the Labor Department disregarded an SEC expert's serious 
concerns about the rule. '^^’ In one email, after a lengthy discussion of the proposal, a Labor 
Department staffer wrote to an SEC staffer: 


Senate HELP Committee Hearing, supra note 2 (statement of Thomas Perez, Sec’y of Labor). 

Appendix B, Ex. 1 , Emails between Matthew Kozora, SEC, and Keith Bergstresser, U.S. Dep’t of Labor (July 
2012), SEC-DOL008040-008052. 

The Labor Department represented to Committee staff that the Labor Department employee, Keith Bergstresser, 
and the SEC employee, Matthew L. Kozora, attended school together. Mr. Bergstresser received a Ph.D. in 
Economics from the University of Mao'land, College Park, in 2009, and has been an economist at the Labor 
Department since June 2009. See Linkedin.com, Keith Bergstresser, https://vvw\v. Iinkedin.com/in/keith> 
bergstresser-10651482. He serves in the Office of Policy and Research within the Employee Benefits and Security 
Administration, In re: Conflkl of Interest Proposed Rule. Related Exemptions, and Regulatory Impact Analysis 
Hearing, U.S. Dep’t of Labor, Employee Benefits Security Admin. (Aug. 11, 2015). Mr. Bergstresser reports to the 
head of EBSA. Assistant Secretary Phyllis Borzi, a presidentially appointed official who has been described as the 
“main architect” of the fiduciary rule. Melanie Waddell, DDL to Simplify and Streamline' Fiduciary Rule: Borzi, 
THJNKADVlSOR(Oct. 20, 2015). Mr. Kozora received a Ph.D. in Finance from the University of Maryland, College 
Park, in 2010, and has been a financial economist at the SEC since 2010. See Matthew L. Kozora, Financial 
Economist, Office of Asset Management, SEC.gov, http://www.sec.gov/divisions/riskfin/economistbio.s-tatthew-l- 
kozora.shtml. Mr. Kozora serves in the Office of Asset Management within the Division of Economic and Risk 
Analysis. Id As the SEC’s “think tank,” the Division provides “detailed, high-quality economic and statistical 
analyses, and specific subject-matter expertise . . . About the Division of Economic and Risk Analysis, SEC.CKW, 
hltps://'www.sec.gov/dei‘a/about. Ultimately, the SEC's regulatory authority is vested in a bipartisan, five-member 
commission who serve staggered tenns-— in the words of the SEC, “ensuring non-partisanship.” The Investor 's 
Advocate: How the SEC Protects Investors, Maintains Market Integrity, and Facilitates Capital Formation, 
SEC.<;K)V, https://www.sec.gov/about/whatwedo.shtml. While both men possess financial expertise, the different 
sti uctures of their respective agencies and the Labor Department’s advocacy for the rulemaking appear to have 
caused the men to adopt differing opinions about the Labor Department's proposal. 

Appendix B, Ex. I, Email from Keith Bergstresser, U.S. Dep’t of Labor, to Matthew Kozora, SEC (July 31, 2012, 
1:49 PM), SEC-DOL008057 008058. 
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From: Bergstresser, Keith - EBSA 
Sent: Tuesday. July 31 . 2012 1:60 PM 
To: Kozoia, Matthew 
Subject: RE: question 

Well. I hate to iwek it to you, but you’re vsror^- People <ks not respond to fees or 
any other costs, but they do tJi^e returns. This and our other reasons for 
choosir^ the disclosure that we have developed ana (aid out in the document that 
weVe already sent ovw to you (attached). You might try reading the paragraph 
labeled "Portfolio Returns' on page 4. And do look into the references. They are 
very convincing. 


In a later email. Labor Department staff dismissi%'ely wrote to the SEC financial economist: ’*' 


From; Bergstresser, Keith - rnTitMWM||[||j[^j[|J[|||[^ ' ' i ' ' 
? Sent: Tuesday, July 31, 2012 3:23 PM^ 

* To: Kozora, Mattfiew 
i Subject: RE; question 


; See my responses below. We have now gone for beyond the point where your 
input was helpful to me. You keep circling back to the same statements, many of 
: which are unsupported conjectures on your part, and most of which I havo 
addressed even before you brought them up. Yet, your strtements do not seem 
to even acknowledge the points that I already made (with supporting evidenoe) in 
the document we sent, if you have nothing new to bring up, please stop emailing 
me about this topic. 


Appendix B, Ex. i. Email from Keith Bergstresser, U.S. Dep’f of Labor, to Matthew Kozora, SEC (.iuly 3 i, 201 
3:22 PM), SEC-DOL008056. 
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The SEC financial economist responded, expressing confusion about the fundamental purpose of 
the Labor Department’s proposal:”’ 


rtc.GOV] 


From: Kozora. Matthew 
S«nt- Tuesday, July 31. Pi 

To: Sergstresser. Keith - EBSA 
Subject; RE: question 


I apologize if I have overstepped roy boundaries. This is a difficult topic for sure 
and ! was under the impression that my opinion was a, helpful and b. wanted. 


I am *0 now utterly confused as to «^at the purpese of the proposed DOL rule 
is then, if not to Imit advisor conflicts when providing retirement advice? 
Considering that my prior is that the DOL wants to reduce advisor conflicts, it just 
seems logical to me that the end result should measure advisory conflicts. 


Good luck with your rulaitaWng. 


Malt 


Finally. SEC staff expressed concern about “intent of the measure itself,” and wrote that 
the SEC and the Labor Department “just have two opposing viewpoints on the matter.”*® 
Labor Department staff deferred continuing the conversation to a later date,*’ but 
documents the Committee received provide no indication of future discussion on this 
topic. The SEC staff also raised concerns about the Labor Department's reliance on 
psychology literature to draft the rule, which would result in comparisons that “have very 
little economic meaning and thus no value to consumers.”*^ 


Appendix B, Ex. I, Email from Matthew Kozora, SEC, to Keith Bergstresser, U.S, Dep’t of Labor (July 31, 2012, 
.3:42 PM), SEC-DOL0080.55-00S0.56. 

^ Appendix B, Ex. 1, Email from Matthew Kozora, SEC, to Keith Bergstresser. U.S. DepT of Labor (Aue. 2, 2012, 

1 1 :57 AM), SEC-DOL00805+G08055. 

Appendix B, Ex. 1, Email ftom Keith Bergstresser, U.S. Dep’t of Labor, to Matthew Kozora, SEC (Aug. 2, 2012, 
2:00 PM), SEC-DOL008054. 

.Appendix B, Ex. 1, Email from Matthew Kozora, SEC, to Keith Bergstresser, U.S. Dep’t of Labor (Aug. 2. 2012, 

1 1:.57 AM), SEC-DOL008054-00S055, 
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S#nt: Tuesday. July 31 . 2012 4:15 
To: Kozora, Matthew 
Subject RE; question 


I would be happy to have a phone conversaSon to discuss the purpose of the 
rule, the purpose of the exemption conditfcms and distincaions between the two 
don't mmi( I want to fry to have that conversation via email. I m.ight have some 
time tomorrow, but I'm at a conference ttiursday and Friday and than on 


rrotn; Kozora, MatthewHB^gBHjjQSEC.GOV) 

Sent: Thursday, August 02, 

To: Bergstresser, Keith - EBSA 
: Siibject: RE: question 


There is a fundamental difference between price variation and the risk investois bear. 
For instance, prices may not change over a 0ven period of time but yet investors might 
still bear much risk. There will also be problems with respect to measuring price 
vartotion with respect to IlliquM securities or securities that are not traded very often 
<muni bonds, structured products, real estate). You are also treating systematic risk 
with idiosyncratic risk equally. Literature teBs us (Sharpe (1964). Lintner (1965)) that 
such risks are nos the same and should be treated much differently. 


1 1 understand you want to measure returns due to the psychology literature, however, I 
: am quite concerned your benchmarks based on ex-post price variation wilt make such 
comparisons have very little aconomic meaning and thus no value to consumers, I am 
also concerned os to the intent of the measure itself. Do you want to Veed out’ bad 
providers of advice by repotting performance measures? Or do you wertt to "protect 
petrtioipanta from conflicts of interest" as proposed rule suggests? Those are two 
separate and different intents. 


If/when you have a formal rule proposal that you want comments on, I will be 
more than h^py to share my thoughts and views. Otherwise. I think we just 
have two opposing viewpoirrts on die matter. 
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It is evident from these emails that the SEC’s expert staff had serious concerns 
about the rule. The financial economist at the SEC emailed Labor Department staff 
repeatedly and expressed serious concerns about fundamental principles of the rule. 

However, not only did the Labor Department dismiss the concerns, but the Department 
went a step further by actually demanding that the SEC expert stop emailing about the 
proposal. 

The Labor Department restricted the Committee’s review of these emails to a 
limited in camera review.*’’ The Committee, however, ultimately obtained the 
communications from another source. 

The SEC received the full proposed rulemaking package from the Labor Department in 
November 2014 and exchanged edits and comments with the Labor Department in January 
2015.“ Career, non-partisan SEC staff identified at least 26 items of concern related to the 
substantive content of the proposed rule.*’’ The SEC stafTs concerns included issues of clarity in 
the rule’s “best interest” standard, inadvertent consequences of a de minimis breach, conflicts 
with federal securities laws and FINRA rules, and a lack of cost-benefit analysis of 
alternatives.*’*’ The SEC’s point of contact in transmitting these concerns to the Labor 
Department was Sharon Block, a Senior Counselor to the Secretary of Labor, who fonnerly 
served as a political advisor in the Obama Administration, and whom President Obama recess 
appointed to be a member of the National Labor Relations Board, an appointment ultimately 
struck down by the Supreme Court,*’’ The Labor Department repeatedly provided an incomplete 
response, declined to accept the SEC staff s recommendations, or incorrectly implemented the 
SEC expert’s recommendations.** Specifically, in response to eight recommendations, the Labor 
Department declined to edit the operative language of the proposal, and instead merely modified 
or added language in the proposal’s preamble.*’ The Labor Department outright rejected the 
SEC’s two recommendations related to providing a quantitative cost-benefit analysis of 
considered alternatives to the rule.™ Finally, the Labor Department implemented incorrect or 


The Department of Labor provided Committee staff with an in camera review of a limited subset of self-selected 
documents on August 28, 2015. Notes are on file with the Committee. 

“ See Appendix D, Ex. 2, E-mail from Lena Nallengara, SEC. to Sharon Block, DDL (Jan. 26, 2015, 7:36 PM), 
SEC-DOL003234-^03239 [hereinafter Items of Concern Chart] (attachment is a chart containing hems of concern 
about the proposed rule). 

Id. 

Id. 

Edward-lsaac Dovere, White Home Pulls Controversial NLRB Pick^ POLITICO (Nov. 12, 2014), 
http://www.politico.com/story/201 4/1 l/nlrb-sharon-block-lauren-mcferran-l 12833; Melanie Trottman, President 
Obama Taps Former NLRB Recess Appointee for Board Again, WSJ (July 1 1, 2014, 3:34 PM), 
http://w\v\K'.wsj.coni/‘articles/president-obama-taps-formeF-nlrb>recess-appomtee-for-board-again- 1405 10 1028. 
Appendix B, Ex, 2, Items of Concern Chart, SEC-DOL003234-003239. 
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insufficient edits in response to at Jcast four of the SEC’s recommendations, evidenced by the 
SEC staff s follow-up on multiple issues of concern.^’ 

Following the SEC staffs exchange of recommendations and concerns with the Labor 
Department, SEC experts continued to raise concerns “regarding the complexity of the 
proposal,” and noted that the Labor Department had not fully addressed the SEC staff s 
enumerated issues of concern/^ Then-SEC Chief of Staff Lena Nallengara, who has 20 years of 
experience in capital markets and corporate finance law,^^ explained in a January 26, 20 1 5 email 
to Ms. Block;^"* 


Appendix B, Ex. 3. Email ttom Lona 'Nallengara, SEC, to Sharon Block, DOL (Jan, 26, 2015), SEC-DOL003274 

003276, 


Id 

Press Release, SEC, SEC Chiefof Staff Lona Nallengara to Leave .Agency (May 19, 2015). 

Appendix B, Ex. 3, Email from Lona Nallengara, SEC, to Sharon Block, DOL (Jan. 26, 20 15), SEC~DOL003274- 

003276. 
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' Cc: Hauser, Jennifer R||j|||^|jPSS£C.OOV} 

Fi^m: BlocK. Sfiaron I - OSEG 

Sent; Mon 1/26/2015 r:40:58PM 

frr^Kxtanc^: Nmna! 

. RE: E8SA responses to SEC Bommeitts 

Thanks Lena, We appreciate all the t^e your team has put in and Ihair thoughfi'ul 
osmments. 


From. Naiiangara, LondH|nBBK|BB@StC.GOV] 

Sent: Monday, January 26, 2015 7:37 PM 

To: Block, Sharon I - OSEC 

Cc: Hauser, Timothy - EBSA; Porter. Jennifer R. 

SuDject: RE: EBSA responses to SEC commente 


Sharon, 


Thank you for sending the chart showing your responses to SEC staff comments on the 
Riie package that we discussed with you in December. 


: We asked the staff to review the chart and below are a few additionai thoughts from tfie 
■ staff on several of the items ttiat you can consklef as you prepare your proposal (the 
staff has identified their comments using the item numbetrs in your chart). 


I { would also like to note that although the chart shows that several changes were made 
[to the proposal to ackiress the potential concerns that we have discussed reganjing the 
[complexity of the proposal, we continue to believe that commenters are likely to raise 
: concerns that the proposal may result in reduced pricing options, rising costs and limited 
[access to retirement advice, particularly for retail investors. Commenters also may 
i; express concerns that broker-dealers, as a practical matter, may be unliKely to use the 
I exemptions provided and may stop providing services because of the number of 
i: Gondilkins imposed, likely compliance costs, and lack of clarity areund several 
[provisions. 


I We hope these comments will continue to be helpful to you as you finalize the proposed 
[ rules. 


Lena 


Documents received by the Committee and language in the promulgated proposed rule indicate 
that the Labor Department declined to resolve these outstanding concerns. 
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/. The “Best Interest” Standard 

SE;C staff recommended that the Labor Department add language to clarify the meaning 
of the term “best interest” in the proposal.^’ The Labor Department disregarded the 
recommendation, and stated that they “would prefer to see what commenters say before adding 
any additional explanatory language.”™ 

Indeed, commentators criticized the “best interest standard” in the promulgated proposal 
and recommended that the Labor Department clarify the standard's requirements/’ FINRA, the 
self-regulatory organization for the securities industry, focused on language requiring an 
investment advisor to provide advice that is in the best interest of the investor, “without regard to 
the financial or other interests” of the investment advisor.™ FINRA explained that the “without 
regard to” phrase does not provide clear guidelines on limitations on compensation that varies 
depending on investment advice.^'^ 

Additionally, FINRA criticized the “best interest” standard's requirement that financial 
institutions and advisors act prudently, explaining that the “prudence standard” could be 
“interpreted to require the financial institution and adviser to provide ongoing advice to the 
customer.”®" FINRA recommended that the Labor Department make clear that the best interest 
standard does not require ongoing monitoring, and that the terms of the contract should control 
whether the financial institution or advisor will provide ongoing monitoring.*' 

Finally, FINRA questioned whether the Labor Department intended the best interest 
standard to require an inve.stment advisor “to recommend the investment that is 'bcsf for the 
customer.”*^ FINRA reasoned that the Labor Department did intend such a result, and pointed to 
a statement by Secretary Perez, in w'hich he stated: 

If you’re an adviser operating under a suitability standard, once you narrow the 
options down to those that are suitable, you can recommend the one that is most 
lucrative for you — even though that might mean a lower return for the client. 

Under a best interest standard, you would need to choose the one that is the best 
for the client.*® 


” Appendix B, Ex. 2, Items of Concern Chart, SEC-DOL(K)323'M)0.t239, 

™ Id 

’’ Appendix A, Ex. 26, Letter from Marcia E, Asquith, Sr. Vice President & Corp. Sec’y, FiNR.A, to DOL, at 6-8 
{July 17, 2015) [hereinafter FINRA Comnients|. 

Id at 6 (emphasi.s added). 

”ld 

“ Id at 7. 

Id. at 8. 

“ Id at 7. 

H u 
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FINRA cautioned that such a standard “would impose unnecessary and untenable litigation risks 
on fiduciaries,” and explained that reasonable investment advisors may consider different factors 
in evaluating products and may reach different conclusions about which product is the “best” 
product for the customer.*'* 

U. Accidental Forfeiture of the Best Interest Contract Exemption in Case of a 

de Minimis Breach 

SEC staff raised a concern about language in the proposal’s Best Interest Contract 
Exemption, which required compliance with all applicable federal and state laws,*’ SEC staff 
warned that this requirement “could result in loss of exemption for trivial breaches,” and 
suggested that the Labor Department clarify that a de minimis breach would not disallow the 
exemption.®'’ According to this language, if an advisor violated a state law unrelated to the 
contract or to the service of providing investment advice, the advisor would not be compliant 
w'ith applicable state laws, which could technically result in loss of the exemption. For example, 
an advisor’s violation of a state law requiring a handicap-accessible ramp at the entrance to the 
building could result in loss of the exemption. The Labor Department attempted to implement 
the SEC staffs suggestion,®’ but failed to resolve the problem. The SEC staff again 
recommended that the Labor Department make additional changes to this provision of the rule.®* 
Career experts at the SEC later advised Labor Department officials that this problem had not 
been resolved, but the Labor Department failed to address the issue in the final proposal.®'* 

Specifically, Section 11(a) of the Best Interest Contract Exemption in the proposal 
requires that “the Advisor and Financial Institution enter into a written contract with the 
Retirement Investor that incorporates the terms required by Section U(h)-(e).”^ Section 11(d), 
in turn, requires that “[t]he ,Advi.ser, Financial Institution, and Affiliates will comply with all 
applicable federal and state laws.”**' As such, by its terms, the Section could cause an advisor to 
forfeit the exemption for a small breach of state contract law. 

Despite feedback from career, expert SEC staff regarding the inadequate revision three 
months in advance of the promulgation of the proposed rule,’’ the Labor Department declined to 


Appendix B, Ex. 2, Items of Concern Chart, SEC-DOL003234 4)032.19. 

“ fd 

Id. (responding that '‘a.s a result, failure to comply with law will not disallow the exemption”). 

“ Appendix B, Ex. 3, Email from Lona Nallengara, SEC, to Sharon Block, DOL (Jan, 26, 2015), SEC-DOL003274- 


” Best interest Contract Exemption § i1(a), 80 Fed. Reg. 21,960, 21,984 (proposed Apr. 20, 2015} (to be codified at 
29 C.F.R. pt. 2550) (emphasis added). 

’’ Best Interest Contract Exemption § lf(dK 1 ), 80 Fed. Reg. at 2 1,984. 

”” Appendix B, Ex. 3, Email from Lena Nallengara, SEC, to Sharon Block. DOL (Jan. 26, 2015), SEC~DOL003274- 

003276 . 
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update the rule. Therefore, the proposed rule contains language that requires compliance with 
federal and state laws for application of the exemption^^ and creates the pos,sibiIity of forfeiture 
of the exemption in case of a trivial breach.^"* 

Hi. Lack of a Cost-Benefit Analysis for Alternative Approaches 

The Labor Department rejected the SEC’s recommendation to conduct quantitative 
analysis of the costs and benefits of alternative approaches to the rule, as required by Executive 
Orders (EOs) 12866 and 1.3563.’'’ According to the Labor Department, expert, non-partisan, 
career SEC stafT urged the Labor Department to “[cjonsider quantifying the costs and benefits of 
all the alternative approaches we considered and rejected.”* The Department rejected the SEC 
expert’s recommendation on the basis that its qualitative analysis surficed: 

We think this would be extraordinarily difficult and would appreciably delay the 
project for very little return. The extensive qualitative descriptions of the bases 
for rejecting the alternatives included in the current [regulatory impact analysis] 
effectively explain the bases for rejecting the alternative approaches. We would 
prefer to get feedback from OMB before undertaking any additional quantitative 
analyses.’' 

The Labor Department informed the Committee that following OMB's review of the rule, the 
Department declined to complete quantitative analysis because it found the regulatory impact 
analysts to be sufficiently “compelling,”* 

SEC staff also recommended that the Labor Department analyze the costs and risks 
associated with the possibility that the rule could decrease the availability of investment advice 
and could drive firm.s to switch to registered investment advisor models from broker-dealer 
models.” The Labor Department responded that the regulatory impact analysis addressed these 


Best Interest Contract Exemption § 11(a), H(d)(l), 80 Fed. Reg. at 21,084. 

Appendix B, Ex, 2, Items of Concern Chart, SEC-DOL0032.t^03239. 

” Exec. Order No, 12866, 3 C.F.R. 638 (1994); Exec. Order No. 13.663, 3 C.F.R. 215 (2012). 

* Appendix B, Ex. 2. Item.s of Concern Chart, SEC-DOL003234~003239. From the context of the document, it 
appears that “we” as used in this quotation refers to the Labor Department, rather than the Labor Department and the 
SEC collectively. The document was prepared by the Labor Department and transmitted to the SEC. See Appendix 
B, Ex. 2, Email from Sharon BlcKk, DOL, to Lona Nailengara, SEC (Jan. 9. 2015), SEC-DOL003234. Elsewhere in 
the document, the drafters used “we” to the exclusion of the SEC. See Appendix 8, Ex. 2, items of Concern Chart, 

SEC-DOL003234 003239 (“We have edited the language based on our conversations with SEC statf’; “We are 

confident that the language in the regulation lines up with the SEC and CFTC language, but are reaching out to the 
.SEC regulatory team . . . .”). Nowhere in the document is Ihe Labor Department referenced similarly in the third 
person. Ba.sed on this contextual evidence, it appears that the phrasing of the SEC’s comments is the Labor 
Department’s articulation of the SEC’s concents, rather than the SEC’s own words. 

Appendix B. Ex. 2, Items of Concern Chart, SEC-DOL003234-003239 (emphasis added). 

Briefing by Staff, DOL, to Committee Staff, HSGAC (Aug. 28, 2015) (notes on fie with Committee). 

Appendix B, Ex, 2, Items of Concern Chart, SEC-DOL003234-003239. 
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issues, but that the Department was “reviewing to see if there is anjthing more ... to say on the 
topic,”'®® and that it might “make additional edits after getting feedback from 0MB.”'®' 
However, the Labor Department apparently did not conduct any additional follow-up work after 
0MB completed its review of the proposal.'®® 

EOs 12866 and 13563 were enacted to improve the regulatory process. EO 12866 
requires a federal agency to “assess ail costs and benefits of available regulatory alternatives, 
including the alternative of not regulating,” and provides that the assessment should include 
“quantifiable measures.”'®^ EO 13563, which supplements EO 1 2866, requires a federal agency 
to “tailor its regulations to impose the least burden on society,” to “ehoos[e] among alternative 
regulatory approaches,” and to “identify and assess available alternatives to direct regulation.”'®® 
EO 13563 also directs an agency to include “quantify[ing] anticipated present and future benefits 
and costs as accurately as possible.”'®® EOs 12866 and 13563 permit agencies to conduct 
qualitative analysis in place of quantitative analysis where the costs and benefits are “difficult or 
impossible to quantify.” EO 1 3563 offers guidance on the types of factors that are difficult or 
impo.ssible to quantify: “human dignity, fairness, and distributive impacts,” '®® Here, the costs 
and benefits associated with the Labor Department’s proposed fiduciary rule do not seem to meet 
the “difficult” or “impossible” threshold. 

Additionally, OIR.A issued a primer on EOs 12866 and 13563 to provide guidance to 
federal agencies in drafting a regulatory impact analysis.'®* OIRA emphasizes the importance of 
providing a quantitative analysis of alternatives and provides that agencies should conduct a 
quantitative analysis when at all possible,'®’ For factors where quantification or monetization is 
not possible, OIRA instructs that the agency is not exempt from providing a quantitative analysis 
altogether and should still “present all available quantitative information.”"® Like the Executive 
Orders, OIR A also provides examples of values that are not readily quantifiable, including 
privacy, dignity, ecological gains, improvements to quality of life, and aesthetic beauty. ' ' ' 

OIRA dedicates the large majority of the guidance to explaining, In great detail, how 
agencies should conduct quantitative analysis."® OIRA focuses in particular on factors that are 


Id. 

™ Id. 

Briefing by Staff, DDL, to Committee Staff, HSGAC (Aug. 28, 2015) (notes on tile with Committee). 
'“Exec. Order No. 12866 § 1(a), 3 C.F.R, 638 (1994). 

Exec. Order No. 13563 § Ub)(3), (b)(5). 3 C.F.R, 215 (2012). 

Id. § 1(c). 

Id 

Id 

OIRA, Regulatory Impact Analysis: A Primer. 

‘"’Id at 12. 

Id at 12, 13. 

"" See id. 
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not easily quantified or monetized and on future projections and uncertainties. ' Two full 
sections of the guidance are dedicated to analyzing “future benefits and costs” and “forecasts 
about the future.””"* OIRA instructs that while forecasts about the future may be uncertain, 
those uncertainties should be analyzed — ^agencies should specify potential scenarios, calculate 
the benefits and costs associated with each scenario, and construct ranges of values. ” ’ OIRA 
further emphasizes that this is the minimum agencies should do, and that agencies should assign 
probabilities and calculate expected values based on those probabilities, if possible, ' 

The Executive Orders and the OIRA guidance do not exempt the Labor Department from 
conducting a quantitative analysis simply because the analysis would involve complicated 
calculations and future projections. The examples provided in the Executive Orders and the 
OIRA guidance indicate that factors that qualify as “difficult” or “impossible” to quantify are 
factors witii inherently intangible or subjective properties,”’ Monetary costs and benefits very 
clearly do not fit into this category because they are both countable and objective. The fact that 
determining costs and benefits may involve complex calculations and future uncertainties is a 
distinguishable obstacle, in fact, OIRA emphasizes the importance of providing a quantifiable 
analysis, even when it involves complex calculations or future uncertainties, ’ '* While the Labor 
Department might not be able to capture every potential cost and benefit of the rule, OIR.A’s 
guidance to agencies indicates that the Labor Department should have provided monetary and 
quantitative analysis of as many factors as possible. The Labor Department’s approach of 
determining that it would be difficult to calculate costs and benefits, and thus abandoning the 
effort altogether, starkly contrasts with the guidance provided by OIRA. 

More broadly, the Labor Department’s dismissive response of the SEC experts’ 
recommendation calls into question the Department’s priorities in the rulemaking process and its 
commitment to thoughtfully considering the SEC staff s input. The Labor Department’s 
decision to not undertake additional analysis following OMB's review is indicative of the 
Department’s prioritization of accelerating its release of the proposal at the expense of a 
thorough process that appropriately reflected the input of the SEC staff. 


b. The Labor Department Failed to Incorporate Principles from Existing 
Federal Securities Laws and FINRA Rules 


FINRA — the Financial Industry Regulatory Authority — is the leading non-govemmental 
regulator of brokerage firms and exchange markets and ensures that the security industry 


See id. 

"‘'id at 1 1, 12. 

'"Id. 

Id at 14-1,5. 

"'' id at 12, 13; Exec. Order No. 12866; Exec. Order No. 13563. 

"* OIR.4, REGULATORY IMPACT ANALYSIS; A PRIMER, supra note 108. 
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operates fairly and honestly. ' E'INRA writes and enforces rules for every brokerage firm and 
broker in the United States, and also enforces federal securities laws and Municipal Securities 
Rulemaking Board (MSRB) rules.'*® FINRA has authority from the SEC to discipline brokers 
and brokerage firms for violations of FfNRA rules, federal securities laws, and MSRB rules.'^' 
FINRA monitors more than 3,955 securities firms with approximately 643,320 brokers,'” 

In addition to ignoring substantive suggestions from subject-matter experts at the SEC, 
the Labor Department likewise apparently declined to incorporate existing federal securities laws 
and FINRA rales. Upon review of the proposed rule, FINRA provided critical feedback, stating 
tliat the rule “established principles that employ imprecise terms with little precedent in the 
federal securities laws or, in many cases, ERISA,” and that “[i]n some respects these principles 
even conflict with FINRA riiles.”'"^ 

For example, FINRA highlighted that the proposed Best IntereiJt Contract Exemption 
contains a provision that directly conflicts with FINRA rules.'*"' Section II!(a)( 1) requires, prior 
to the purchase of a recommended asset, that an advisor project the total cost of investing in the 
asset for 1 5-, and 1 0-year periods, expressed as a dollar amount. Such a projection requires 
the advisor to incidentally project investment performance because fees are tied to an asset's 
value. This requirement directly conflicts with FINRA Rule 2210, which generally prohibits 
broker-dealers from making performance projections to the public.'^® Thus, by requiring 
advisors to project the future value of assets under management, the Labor Department’,? rule 
would actually require advisors to violate FINRA rules. 

The Labor Department's failure to “build upon existing principles in the federal securities 
laws and FINRA rule.s”'^'' is despite SEC staff urging the Labor Department to incorporate 
references to and aspects of federal securities laws and FINRA rules. In September and October 
2014. SEC staff provided to the Labor Department, on multiple occasions, lists of relevant laws 
and rules, including rules from the Securities Act, Advisers Act, Exchange Act, FINRA, the 
National Association of Securities Dealers (NASD), and the Municipal Securities Rulemaking 
Board, 


News Release, FfNRA, NASD and NYSE Member Regulation Combine to Form the Financial Industry 
Regulatory Authority — FINRA (July 30, 2007); About FINRA, FINRA, hnpt.'/www.finra.org/about. 

What We Do, FINRA, http://vvww.finra.org/about/what-we-do. 

'** News Release, FINRA (.luly 30, 2007), supra note 1 19; Abottt FINRA, supra note 1 19, 

For Industry Prqf(is,sional,s, FINRA, https://wvwv.finra.org/’industry. 

Appendix A, Ex. 26, FINRA Comments, at 1 1. 

See Id at 14. 

Best Interest Contract Exemption § IH(a)(l), 80 Fed. Reg. 21,960, 21,985 (proposed Apr. 20, 2015) (to be 
codified at 29 C.F.R. pt. 2550) (emphasis added). 

FINRA, Rule 2210: .Appendix A, Ex. 26, FINRA Comments, at 14. 

Appendix A, Ex. 26, FINRA Comments, at 1 1. 

-Appendix B, Ex. 4, E-mail from Jennifer Porter, SEC, to Timothy Hauser, DOL (Sept. 4, 2014, 3:55 p.m,), SEC- 

DOLOOI768 ■001771; Appendix B, Ex. 5, E-mail from Jennifer Porter, SEC, to Timothy Hauser, DOL (Oct. 8, 

2014, 10:35 a.m.), SEC-DOL00190(M)0190i. 
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Additionally, SEC staff identified several items of concern relating to the Labor 
Department's lack of incorporation of federal securities laws and FINRA rules. For example, 
SEC staff recommended that the Labor Department redraft definitions in the disclosure 
requirements and document retention provisions so that the provisions expressly referenced SEC 
and FINRA definitions. SEC staff reasoned that this would ensure that the Labor Department 
would receive complete and sufficiently comparable data from investment advisors. 

However, the I,abor Department dismissed the suggestion, instead merely including in the 
proposal’s preamble a request for comment “as to whether the tenns used and definitions are 
sufficient so that the information received will be reasonably comparable across different 
financial institutions.” ' 

The Labor Department’s failure to incorporate fundamental principles from federal 
securities law's and FINRA Rules further suggests that the Department did not thoroughly consult 
regulatory experts. This resulted in a rule that experts have highlighted as problematic, in part 
because of the conflicts it creates with existing and anticipated future regulatory frameworks.”* 


c. The Labor Department Declined to Incorporate OIRA’s Recommendations 
into the Proposed Rulemaking 

OIRA employs regulatory experts who carry out the office’s mission as the federal 
gavemraenf s chief review and oversight authority on Executive Branch rulemaking measures. 
Career, non-partisan, professional staff at OIRA conduct reviews of draft and final regulatory 
proposals, coordinate interagency review of proposals, consider and review comments from 
outside groups on proposed rulemakings, and offer guidance on how rulemakings can be-st 
achieve the intended purpose. In several instances, it appears that the Labor Department 
disregarded OIRA's recommendations and concerns about the Department’s fiduciary rule. 

The Labor Department declined OIRA’s recommendation to add clarity to a particular 
provision of the rule. Specifically, OIRA instructed the Labor Department to add the qualifying 
adjective “all” to describe the types of common fee and compensation practices that the rule 
would preserve as exempt from ERISA’s prohibited transactions rules. OIRA proposed the 
following language: “the Department has worked to preserve beneficial models by separately 
proposing new exemptions from ERISA’s prohibited transaction rules that will broadly permit 
firms to continue to rely on all common fee and compensation practices . . . The Labor 


Appendix B, Ex. 2, Items of Concern Chart. SEC-DOL00323+-()03239. 

Id 

See Appendix A, Ex. 26, FINRA Comments, at i 1. 

See .Appendix B. Ex. 6, Conflict of Interest Rule, .Apr, S, 2015 Draft. EBSA Pass Back, SEC-DOL004832. 
'”ld 
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Department rejected OIRA's changes and deleted “to rely on all,” responding that “[njot all fee 
practices wii! be permitted by the exemptions” and explaining that, “[b]y deleting ‘ail’ we 
slightly soften this by leaving it at ‘common fee and compensation practices’” This edit and 
the Department's explanation show- that the Department envisioned the proposal as prohibiting 
some common fee and compensation packages. 

The Labor Department’s deletion of the word “all” raises questions about the 
Department’s commitment to transparency. The language in the provision emphasizes that the 
Labor Department is committed to preserving existing models and to pemtitting the continuance 
of common fee and compensation practices. However, this language appears to be misleading 
because the Labor Department surreptitiously retained its ability to exclude some fee and 
compensation practices from the exemption, it is diiHcuit to understand how the Labor 
Department sought to preserve and permit the current compensation structure in the industry 
when it explicitly envisioned the possibility of prohibiting some fee and compensation packages. 

In another instance, OIRA questioned the Labor Department’s use of the term “incidental 
advice” in connection with its discussion of the rule’s seller’s carve-out.'* Regulatory experts at 
OIRA cautioned that exempting “incidental advice” could also “carve out advice given by a 
broker under the [guise] of being a mere order taker”'^^ and noted, “[tjhat's where the SEC 
muddied the W'aters in the first place.”'* Documents received by the Committee contain no 
indication that the Labor Department fully responded to this concern. ' * Furthermore, this 
section of the preamble in the rule contains the same language as the draft rule, showing that 
the Labor Department did not adjust the language to accommodate OIRA’s concern, and further 
suggesting that the Labor Department did not thoroughly consider OIRA’s comments. 


d. The Labor Department Did Not Fully Consider Concerns Raised bv the 
Trea.sun~ Department 

The Treasury Department has enforcement authority over individual Retirement 
Accounts (IRAs), which are a creation of the tax code, and thus the Labor Department’s 
engagement with Treasury on the proposed rule is especially important. Given Treasury’s 
authority and expertise in enforcing rules and regulations relating to IRAs, the Labor Department 
should have considered and remedied any concerns raised by Treasury officials about the 
proposed rule. 


Id. (emphasis added). 

Id. SEC-DOL004SS8, 

Id. 

Id. (emphasis added), 

’’’ hi 

Conflict of interest Rule — Retirement Investment Advice § {b)(l)(i), 80 Fed. Reg. 21 ,928. 21,957 (propo,sed Apr. 
20 , 2015 ) (to be codified at 29 C.F.R. pts. 2509, 2510). 
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Treasury officials and other experts have raised concerns about the Best Interest Contract 
Exemption (BIC exemption), because it would impose new requirements on fiduciaries with 
respect to IRAs. IRAs are governed by the Internal Revenue Code, not by ERISA. Unlike 
ERISA, the Internal Revenue Code “does not directly impose responsibilities of prudence and 
loyalty on fiduciaries.”*''^ The Labor Department’s rule, however, would create such 
responsibilities by requiring fiduciaries “to act in accordance with the Impartial Conduct 
Standards in transactions governed by the exemptions.”''’^ The rule’s background section 
acknowledges that the proposal would more significantly increase requirements for advisors with 
respect to IRAs than it would for advisors of accounts governed by ERISA (the Employee 
Retirement Income Security Act) because ERIS.A already requires those advisors to meet 
prudence and loyalty standards. 

Former Assistant Secretary of Labor Bradford Campbell criticized thi.s aspect of 
the rule as an effort by the Labor Department to sidestep Congress, stating that “[d]espite 
their simultaneous creation in 1974, Congress expressly chose not [to] apply the EIRISA 
fiduciary standard to IRAs.”*'” According to Mr. Campbell, “the Department is 
attempting to do something through [the proposed rule] that Congress explicitly chose not 
todo.”*'*** 


Treasury officials similarly voiced concerns about the Labor Department extending the 
reach of the rule to IRAs. Treasury officials commented that earlier amendments were made “to 
reflect Congre.ssional intent,” on the basis that Congressional intent was “being undermined by 
rules that [were] not reflective of current market practices.” Treasury officials argued that this 
amendment, by imposing requirements with respect to accounts governed by a different statute 
and under the jurisdiction of a different federal agency, “seems to fly in the face of the logic . . . 
that these amendments are necessary to reflect Congressional intent.”''*'* The Labor Department 
responded by di.sagreeing and effectively dismissing the Treasury Department’s concern. The 
Labor Department wrote; 

We think there’s a difference here between the regulation and the exemptions. 

The purpose of the regulation expanding the definition of 'fiduciary’ is to reflect 

Congressional intent. However, the purpose of this exemption is to .say that if 


.\ppendi.x B, Ex. 7, Proposed Amendments to Class Exemptions, Apr. 21. 2015 Draft, Trea,surv Comments (Mar. 
21, 2015), SEC-DOL005.ri2, 

Id. (emphasis added). 

CONO. Research .Serv., DOL’s 2015 Protosed Fiduciary Rule on Investment Advice, In Focus, IF103 18, 
Nov. 12, 2015. The Impartial Conduct Standards require an advisor to act in the best interest of the client-investor 
and not to accept more than reasonable compensation. 

House Ways & Means Comminee Hearing, supra note 47 (statement of Bradford Campbe!!), 

Id. 

Appendix B. Ex. 7. Conflict of Interest Rule, Treasury Comments, Mar. 21, 2015, SEC-DOL005312. 

Id. 
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you’re a fiduciary under the [Internal Revenue Code] (and Congressional intent), 
and want to receive variable compensation, then you have to comply with these 
conduct standards, even if they are not independently imposed by Congress. 

IRA advisors receive variable compensation, especially when providing advice to low- 
and middle-income investors.''*^ Thus, IRA advisors would be subject to the rule's 
conduct standards. Despite Congress’ intent to regulate IRA advi.sors under a different 
law, the Labor Department would regulate them using variable compensation as a proxy. 

In a letter to Chainnan Johnson on December 14, 2015, Treasury Department Assistant 
Secretary for Legislative Affairs, Anne Wall, stated that “Treasury' believes that DOL 
appropriately considered Trea.sury’s comments on the drafts during the OIRA process, including 
the comments specified in your letter” (and quoted above), However, based on the 
documents, it is unconvincing that the Labor Department fully considered the comments of the 
Treasury Department experts. First, documents the Committee received provide no indication 
that the Departments di.scussed the Treasury Department’s concern beyond the Labor 
Department’s initial response to the Treasury Department, where it merely disagreed with 
Treasury’s comment. Second, the Labor Department promulgated the proposed rule less than 
two weeks after circulating this draft and the accompanying comments, undoubtedly limiting the 
extent to w’hioh the Labor Department considered the comments it received from the Treasury 
Department experts on the draft. Finally, the promulgated proposal does not contain language 
signifying that the Labor Department edited the rule in accordance with the Treasury 
Department’s stated concerns. For these reasons, it is difficult to conclude objectively that the 
Labor Department fully considered the Treasury Department’s comments. 


ni. EXPERTS HAVE EXPRESSED CONCERNS ABOUT THE RULE’S 

ANTICIPATED HARM TO MIDDLE-INCOME AND SMALL BUSINESS 
INVESTORS 


Chairman Johnson’s inquiry raises concerns about both the process and the substance of 
the Labor Department’s rulemaking. The Committee has received documents that demonstrate 
that the Labor Department prioritized expediting the drafting process at the expense of 
thoughtfully considering and addressing concerns from industry experts. In multiple instances, 
the Department disregarded advice from the SEC, OIRA, and Treasury, and failed to undertake a 
thorough cost-benefit analysis of the rule. The majority staff finds these actions especially 


'® hi 

.Appendix A, Ex. 27, Letter from Commonwealth Financial Network to DOL (.tuly 21, 2015). 

Appendix A, Ex. 28, Letter from Hon. Anne Wail, Asst. Sec’y for Leg. Affains, Dep’tofthe Treasury, to 
Chairman .iohnson (Dec. 14, 2015). 
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troubling because of the concerns raised about the risk of the rule's anticipated harm to middle- 
income investors. 


Generally, industry experts, including investment advisors, support a best interest 
standard, but have criticized the rule on the ^unds that it is overly complex and burdensome. 
For example, Peter Schneider, the President of Primerica, testified to Congress that he “agree[ s] 
that finris and their representatives should always act in their clients' best interests.”''^* He 
explained that he is concerned “that the requirements and uncertainties of the [Best Interest 
Contract Exemption] are so complex and burdemsome that the exemption is n either 
administratively nor operationally feasible.”'^’ 

Similarly, former SEC Commissioner Daniel Gallagher has harshly criticized the rule, 
calling it a “mess," in part because advisors who adhere to a best interest standard still risk 
noncompliance with the rule because of its many complicated requirements.'^’ Commissioner 
Gallagher has cautioned that the Labor Department's rule would result in the “elimination of an 
entire class of accounts” for investors and w'ould subject advisors to “unlimited liability.” 

Other experts and observers have also raised concerns that the conditions and requirements the 
rule imposes are ambiguous and unworkable, which will increase litigation risk and regulatory 
costs. Experts anticipate that advisors will incur initial compliance costs of $2 1 .5 million and 
annual maintenance co.sts of $5. 1 million, resulting in increased costs for retail investment advice 
by 73% to 196% as a result of the Labor Department's proposal."’" 

Additionally, experts contend that the Administration has inflated the harm that results 
from investors relying on “conflicted advice.” The White House and the Labor Department 
claim that conflicted advice from brokers costs investors $1 7 billion per year. Former .SEC 
chief economist Craig Lewis has explained that the $1 7 billion estimate is based on a calculation 
that failed to account for discrepancies in the data and that u.sed outdated data from the 1 990s 


"" Senate HELP Committee Hearing, supra note 2 (statement of Peter Schneider); see also id (.statement of Robert 
Litan) (“[Tlhe notion that all retirement investment advisers should be held to a best interest of client standard is not 
controversial.”). 

Id; House Ways Means Committee Hearing, str/tra note 47 (statement of Judy VanArsdaie, Co-Owner, enrich 
Private Wealth Management). 

Mark Schoeff Jr., SEC Commissioner: EK)L Fiduciary Rule Would Create "a Mess INVESTMENT NEWS {Aug. 
4, 2015, 1:18 PM), http://www.investmentnews.com/article/20150804./FREE/150809978.''sec-commissioner-dol- 
fiduciary-ruie-would-create-a-me.ss. 

Id.-, Speech to the Chamber of Commerce, Daniel Gallagher, Comm’r, SEC (Aug. 4, 2015), available at 
httpszVwww.uschamber.com/event/discussion-sec-commissioner-daniel-gaUagher. 

MILLOV, Am. ACTtON Forum, supra note 43; .see also DELOITTE DEVELOPMENT LLC, REPORT ON nffi 

Anticipated Oper.ational i mpacts to Broker-Dealers of the department of Labor’s Proposed Conflict 
OF Interest Rule package (2015) (reporting similar findings). 

Exec. Office of the Pre.sident, The Effects of Conflicted Investment Advice on Retirement Savincls 
( 2015 ), 
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and 2000sJ’^ Mr. Lewis stated, “[y]ou don’t have to be an economist to recognize the 
Administration’s $17 billion talking point significantly overestimates the costs, if any, to 
investors relying on the ‘conflicted advice’ of brokers.”*^® 

Experts have focused, in particular, on the negative impact that the rule will have on 
small-account owners — small businesses and middle-income investors. The Small Business 
Administration has commented that the rule “would likely increase the costs and burdens 
associated with serv'icmg smaller plans . . . [which] could limit financial advisers’ ability to offer 
savings and investment advice to clients . . . [which] could ultimately lead advisors to stop 
providing retirement services to small businesses.”'^'* Similarly, former Assi.stant Secretary of 
Labor Bradford Campbell testified that the rule “likely will harm the very retirement investors it 
is intended to help.”'*" Mr. Campbell echoed the Small Business Adraini.stration’s concerns that 
the rule will increase the co.st and reduce the availability of advice to small plans and small- 
account IRA owners. Finally, experts have pointed to an “advice gap” that has developed in 
the United Kingdom (U.K.) as a result of a 2013 rule change in the U.K. that is effectually 
identical to the Labor Department’s rule.'*’ According to ERISA experts, it is “widely accepted 
in the U.K.” that “middle- and lower- income savere in the U.K. are being cut off from 
investment advice.”’*'' The United Kingdom government has “launched a major review of 
exactly that advice gap.” 

First, the rule contains a carve-out that will not apply to small businesses. The “Seiler’s 
Carve-Out” exempts an investment advisor from fiduciary duties w'hen the advisor sells or 
markets materials, as long as the advisor discloses that the advisor is paid to sell proprietary 
financial product and is not providing fiduciary advice.'** However, the proposal prohibits 
advisors to small businesses from using the Seller’s Carve-Out based on the assumption that 
small businesses lack financial sophistication.'** Small businesses and ERISA experts have 
voiced concerns that the rule will deprive small businesses of access to guidance on investment 


Craig M. Lewis, An Inflated $17 Billion Talking Point From the DOF FORBES (Dec. 16, 2015, 12:30 PM), 
http://www.fbrbes.com/sites/realspiiv'2015/12/16/an-intlated-17-billion-talking-poiiit-from-the-ilol/#7S2b028439el, 

Appendix A, Ex. 29, Letter from Claudia Rodgers, Acting Chief Counsel for Advocacy, and Dillon Taylor, Asst. 
Chief Counsel for Advocacy. Small Business Admin., to Hon. Phyllis Borzi. Asst. Sec’y, EBS.A, DOL, at 5-6 (July 
17, 2015). 

'* House Ways &. Means Committee Hearing, supra note 47 (statement of Bradford Campbell). 

Id. 

KENTMA.SON, Davis & Harman LLP, U.K, Launches Review of “Advice Gap” for Small accounts 
Following a 2013 Rule Change with EfFHcrs Identic.ai. to W'hat DOL Now Protoses (20 15). 

Id 

Id. 

Conflict oflnterest Rule — Retirement Investment Advice § (b)(l)(i), 80 Fed. Reg. 21,928, 21.957 (proposed -Apr. 
20, 201.5) (to be codified at 29 C.F.R. pts. 2509, 2510) (Seiler’s Carve-Out); id. pmbl. § 1V(C)(1 )(a) at 21, 941-42 
(explaining the Seiler’s Carve-Out). 

Senate HELP Committee Hearing, supra note 2 (statement of Darlene Miller, President & CEO, Pemiac 
Industries, Board Member, U.S. Chamber of Commerce), 



Majority Staff Report 

Committee on Homeland Security and Governmental Affairs 
United States Senate 


28 



236 


options that are otherwise permitted by the carve-out,'*^ Smali businesses have additionally 
refuted the Labor Department’s flawed assumption that small businesses lack the requisite 
sophistication to engage with investment advisors without statutorily imposed protections. At 
a hearing before the Senate Committee on Health, Education, Labor and Pensions, a small- 
business owner testified: 

1 would not be able to run a successful business if I were not able to understand 
when i am involved in a sales discussion. , , . The assumption that small plans, 
participants and IRA owners cannot understand the difference between sales and 
advice does not match my real world experience. The [Labor] Department can 
protect participants, IRA owners and small plans with the same kind of 
disclosures that it requires of large plans under the large plan carve out, but 
without eliminating their right to choose the services and products that best fit 
their needs. 

Former Assistant Secretarj' Campbell similarly criticized the carve-out, stating “there is 
no clear basis to believe that plan size is a proxy for financial sophistication, and no basis 
to treat every IRA owner as if she is incapable of making informed choices,"'™ 

.Additionally, experts have voiced concerns that the Best Interest Contract Exemption 
(BIC exemption) is unworkable and that firms will not use it. The BiC exemption allows certain 
broker-dealers and other fiduciaries to receive compensation that w'ould otherwise be prohibited, 
such as commissions. To take advantage of the BIC exemption, the investor and advi.sor must 

sign a contract acknowledging fiduciary status.'™ The advisor must act in the best interest of the 
client and must make numerous disclosures to the client and to the Labor Department. 

Experts contend that the BIC exemption is unworkable and will increase the cost of investment 
advice and services and will, consequently, decrease access to investment services for small 
investors. ' ” Experts explain that the BIC exemption imposes conditions and requirements for 
advisors that are ambiguous, creating uncertainty and putting advisors at risk for penalties and 
lawsuits, including class action lawsuits,'™ Industry participants caution that investment firm.s 
will consequently decline to use the BIC exemption.' * 


Id 

'“’Id. 

Id. (statement of Bradford Campbell). 

' ” CONG. Research serv., dol's 20)5 protosed Fbxjciary role on Investment Advice, In Focus, IF 1 03 1 a, 
Nov. 12, 2015. 

Senate HELP Committee Hearing, supra note 2 (statement of Darlene Miller). 

Id. (statements of Darlene Miller and Peter Schneider). 

Id. ; House Ways & Means Committee Hearing, supra note 47 (statements of Judy Van.Arsdaie and Bradford 
Campbell). 
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According to experts, the unworkability of the B!C exemption will inhibit middle- 
income, small-account owners’ access to investment services. Experts explain that firms that do 
not use the exemption will likely convert their commission-based brokerage IRAs to fee-based 
accounts. Fee-based account.s are more expensive to operate than commission-based accounts 
and, therefore, often require account minimums of $25,000 and higher annual fees. Experts 
caution that these costs will inhibit access to investment services for small account owners and 
could result in losses in retirement savings of as much as $68-80 billion per year. Even in the 
case of advisors who continue to provide services to small account owners, flat fees will present 
affordability challenges for middle-income investors who cannot afford to pay flat rates and 
currently rely on commission-based fees,’*® 

Supporters of the rule have criticized large, publicly-traded investment firm.s for publicly 
predicting significant negative consequences, while simultaneously “assuring [investors] that the 
rule will have no significant impact on their companies” and that they “are w'ell-positioned to 
‘adapt to any regulatory framework that emerges.’”’*’ 

However, these large investment firms are not the ones that will feel the mo,st significant 
effects of the rule. Rather, the rule is likely to harm small- and mid-size investment Anns. For 
example, Judy Van Arsdale, the co-owner of a seven-employee wealth management company, 
testified before the House Committee on Ways and Means about her concerns about the ruie.'®^ 
As a small wealth management company, Ms. VanArsdale’s company .serves more than 2,500 
accounts, with more than 800 accounts containing less than $25,000. Ms. Van Arsdale 
explained that the rule increases litigation risk because of its lack of clarity and its creation of 
state-law class action lawsuits.'*^ Ms. VanArsdale stated that, as a small-business owner, she 
feels “great concern over subjecting [her] business to increased business and litigation risk.”’** 
According to Ms. VanArsdale, to avoid litigation risk, “small businesses . . . may not feel 
comfortable using the BIC exemption, and . . . would be restricted from serving retirement 
brokerage accounts.”’®* While large firms may be better suited to withstand changes in the 


Senate HELP Committee Hearing, supra note 2 (statements of Darlene Miller and Peter Schneider); House Ways 
& Means Committee Hearing, supra note 47 (statement of Bradford Campbell). 

Senate HELP Committee Hearing, supra note 2 (statement of Peter Schneider); House Ways & Means 
Committee Hearing, supra note 47 (statement of Bradford Campbell). 

Quantoia Strategiks, supra note 13, at 1. 

Senate HELP Committee Hearing, supra note 2 (statement of Peter Schneider). 

Appendix A, Ex. 30, Letter from Hon. Elizabeth Warren, U,S. Sen., and Hon, Elijah Cummings. U.S. House of 
Representatives, to Sec'y Perez, DOL, and Hon. Shaun Donovan, Dir., OMB (Feb. 1 1, 2016). 

House Way.s & Means Committee Hearing, sitpra note 47 (statement of Judv VanArsdale). 
lei 

185 , . 
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regulatory regime, small- and mid-size investment firms — ^and the middle-class consumers they 
service — have less tolerance to weather such changes. 


IV. THE ADMINISTRATION WAS PREDETERMINED TO REGULATE THE 
INDUSTRY AND SOUGHT EVIDENCE TO JUSTIFY ITS PREFERRED 
ACTION 


The Labor Department refused to provide the Committee with it.s communications with 
the White House. However, the Committee obtained some of these communications from 
another party. The communications indicate that the Labor Department and the White House 
were predetermined to regulate the industry and sought evidence to justify their preferred action. 
The communications also suggest that the White House may have played an outsized role in the 
rulemaking, in conflict with the Administrative Procedure Act. 

In an email to Brian Deese— a senior political advisor in the Executive Office of the 
President — a Labor Department policy advisor wrote of the “challenges in completing the 
[regulatory impact analysis].”’*’ In particular, he noted, “we need to determine whether the 
available literature, our w'ork with RAND, and any other data we have not yet identified can be 
woven together to demonstrate that there is a market failure and to monetize the potential 
benefits of fixing it,”’** In another email to Mr. Deese, a Labor Department policy advisor 
discussed plans for packaging the rulemaking re-proposal. ’**’ The email noted a GAO report that 
the Labor Department intended to use to “buiid[] the ease for why the rule is necessary.” * 

EOs 12866 and 13563 — enacted to reform and improve regulations and the regulatory 
process — require agencies to identify a market failure or other compelling problem that justifies 
regulation before the agency begins the regulatory drafting process. Specifically, EO 12866 
provides that agencies should promulgate regulations only if they are “made necessary by 
compelling public need, such as material failures of private markets.’’”” EO 12866 further 
provides that “in deciding whether and how to regulate, agencies should assess all costs and 
benefits of available regulatory alternatives, including the alternative of not regulating.” 
However, as evidenced by these emails, the Labor Department and the White House worked 


Appendix B, Ex. 8, E-mail from Zachary A. Epstein. DOE, to Brian C. Deese, Exec. Office of the President, et at. 
(Oct. 2S, 2011, 7:30 PM), SEC-rJOL005872-0Q3873. 

Id 

Appendix B, Ex. 9, Email from Chris Cosby, DOL, to Brian C. Deese, Exec. Office of the President, et al, (Nov. 
2, 201 1, 5:47 PM), SEC-DOL00604U006042. 

™ Id. 

Exec. Order No. 12866 § 1(a), 3 C.F.R. 638 (1994); see afao Exec, Order No. 13563 § 1(b), 3 C.F.R. 215 (2012) 
(providing that an agency must “propose or adopt a regulation only upon a reasoned determination that its benefits 
justify its costs”). 

Exec. Order No. I2866 § 1(a), 3 C.F.R. 6.38 (1994). 
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backwards — they first deteimined that they wanted to create the rule, then searched for evidence 
to justify it. The way in which the Labor Department and the White House approached the 
regulatory impact analysis is opposite to the methodology required by executive order. 

The Administrative Procedure Act vests control of a rulemaking in the agency proposing 
the regulation. The Executive Office of the President — including OIRA, the National Economic 
Council, and other entities — exists to coordinate policy broadly across the executive branch, but 
ultimately each agency owns its particular rulemaking. With respect to the Labor Departmenf s 
fiduciary rulemaking, it appears that the White House may have played an outsized role. 

Documents that the Committee received suggest that the proposal was initially driven by 
political appointees in the Executive Office of the President. First, the level of detail in email 
communications between the Labor Department and the White House indicates that White House 
advisors may have exceeded their coordination function in drafting the rule. For instance, in the 
email discussing a GAO report that the Labor Department felt could build a case for the rule, a 
Labor Department official provided specific page numbers and direct quotations from the report 
to the White House’s Brian Deese."*’ Such detail suggests that Mr. Deese, and other policy 
advisors within the White House, were involved in crafting the basis for the rule and the 
regulatory impact analysis on a granular and collaborative basis. 

Additionally, in October and November 2011, the White House's National Economic 
Council convened a series of meetings among the Labor Department, the SEC, the Treasury 
Department, and the White House to discuss the rule’s economic analysis. These discussions 
appear to have been more than mere coordination meetings. Rather, it seems that White House 
officials were involved in developing material to justify the need for the Labor Department’s 
proposal. 

Moreover, Assistant Secretary of Labor Phyllis Borzi, who has been described as the 
“main architecf ’ of the fiduciary rule, ranks as the twelfth most frequent visitor to the White 

House during the Obama Administration. Since 2009, Ms, Borz.i has visited the White blouse 


Brian Deese, then-Deputy Director of the National Economic Council, and Adriana Kugler, then-Chief 
Economi.st to then-Department of Labor Secretary Hilda Solis, hosted meetings at the White House in October and 
November 201 1 . White House staff. Labor Department staff. SEC staff, and Treasury Department staff attended the 
meetings. See Appendix B, Ex. 10, Email from Jessica Schumer, Exec. Office of the President, to Brian C. Deese et 
ai. (Oct. 12, 20! 1) (October 20, 20 i 1 meeting), SEC-DOL005698: Appendix B, Ex. i i. Email from Jessica 
Schumer to Brian C. Deese et al. (Oct. 25, 20! 1) (October 27,2011 meeting), S£C“DOL00586i; .Appendix B, Bx. 9, 
Email from Chils Cosby, DOL, to Brian C. Deese et ai. (Nov. 2, 201 1 ) (November 2, 20 1 1 meeting), SEC- 
DOL006041. 

Meianie Waddeii, DOl to 'Simpiijy and StreamUrte’ Fiduciary Rule: Sard, THINKADVisor (Oct, 20, 2015) 

Jason Howerton, Here Are the 25 People Who Plave Visited the Obama White House the Aforf (Feb. 8, 2016, I :.)8 
PM), http://www.theblaze,com/stories/2016/02/08/here-are-the-25-people-who-have-vi5ited-the-obama-white- 
house-the-most,no-.)-is-apparently-shrouded'in-my3tery/. 
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338 times. Two other senior Labor Department officials rank as the ninth and sixth most 
frequent White House visitors, with 369 and 376 visits, respectively. 

Finally, a White House memorandum entitled “Draft Conflict of Interest Rule for 
Retirement Savings” further illustrates the White House’s significant involvement in the 
rulemaking process. The memorandum, circulated by White House Council of Economic 
Advisors Chairman (CEA) Jason Funnan and CEA member Betsey Stevenson, to the President’s 
senior advisors including John Podesta, Susan Rice, Jennifer Paimieri, and Valerie Jarrett, 
criticized current regulations relating to investment advice on retirement accounts.'’^ The 
memorandum argued that aggressive regulatory action was necessary to remedy the inadequate 
existing consumer protections on investment advice.*'*” The Department issued its proposal just 
four months later. 


V. THE ADMINISTRATION OBSTRUCTED CHAIRMAN JOHNSON’S INQUIRY 

BY LIMITING THE INFORMATION THE COMMITTEE WAS ABLE TO 
OBTAIN 


In the course of conducting oversight on the Labor Department’s rulemaking, Chairman 
Johnson experienced tremendous opposition and noncooperation from the Administration. The 
Labor Department withheld documents and even went so far as to urge the SEC— an independent 
agency that is designed to be bipartisan — ^to do the same. OIRA also withheld documents. The 
Labor Department’s and OIRA’s refusals to fully cooperate with Chaimian Johnson’s oversight 
has prevented the Committee from obtaining relevant documents and has hindered the 
Chairman’s overall inquiry. 

a. The Labor Department Remains Uncooperative with Chairman Johnson’s 
Requests for Information and Documents from February 2015 

Chairman Johnson wrote a letter to the Labor Department on February 5, 2015, 
requesting information and documents relating to the Department’s anticipated rule.'*'*' After the 
Labor Department failed to produce communications in response to his request, Chaimian 
Johnson reiterated the requests in another letter on March 17, 2015.^**^ Chairman Johnson 
requested communications about the Labor Department’s rulemaking between the Labor 


' ’ Memorandum from Jason Furman, Chairman, White House Council of Econ. Advisors, and Betsey Steveirson, 
Member, White House Council of Econ. Advisors, to White House Senior Advisors (Jan. 13, 20151. 

Appendix ,A, Ex. 1, LeUer from Chairman Johnson to Sec’y Perez, DOL (Feb. .5, 20 L5). 

Appendix A, Ex. 2, Letter from Chaimian Johnson to Sec’y Perez, DOL (Mar. 17, 2015). 
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Department and the SEC and between the Labor Department and the White House.'®^ By its 
ow'n admission, the Department has not produced all material responsive to Chairman Johnson’s 

'’04 

requests." 

Specifically, the Labor Department has not produced any material responsive to 
Chairman Johnson’s request for communications between the Department and the White 
House."^^" In August 2015, Chairman Johnson signaled his objection to Adri Jayaratne’s 
nomination to be the Labor Depaitment’s Assistant Secretary for Congressional and 
Intergovernmental Affairs because of the Department’s failure— under Mr. Jayaratne’s time as 
acting head of the Office of Congressional and Intergovernmental Affairs — to respond fully to 
the Chairman’s requests. Subsequently, the Labor Department informed the majority staff that 
no responsive documents existed.^*^ The Labor Department however, refused to explain how 
the Department came to this conclusion or what type of search the Department conducted."'^^ 

The Committee later received, from another source, some communications between the 
Department and the ’'Ahite House about the rulemaking."^** Still, later, in December 2015, the 
Labor Department again refused to provide the requested materials and declined to confinn 
whether it had sought consent from the White House to produce the material. 

The Labor Department has not fully responded to Chairman Johnson’s request for 
communications between the Department and the SEC. The Labor Department has produced 
only a limited subset of seif-selected communications between the Department and the SEC and 
provided short briefings. The communications the Labor Department produced are mostly 


Chairman Johnson did not request to conduct transcribed interviews with Labor Department officials. In light of 
the Labor Department’s repeated reftisais to produce requested information and documents, its interference with the 
SEC’s response to the Chairman’s separate request to the SEC, and the Department’s overall obstructive posture 
with respect to the Chairman’s inquiry, it is likely that requests for transcribed interviews would have proved futile. 

Email from Committee Staff HSGAC, to Kathryn Garza-Ahlgren, DOL (Aug. 24, 2015, 2:00 PM) (on file with 
Committee). 

Phone Call between Committee Staff, HSGAC, and DOL (Aug. 5, 2015); .see alsi7 Email from Committee Staff, 
HSGAC, to Nikki McKinney, DOL (Dec, 17, 2015, 1:19 PM) (on file with Committee) (referencing the phone call); 
Email from Committee Staff, HSGAC, to Kathryn Garza-Ahlgren, DOL (Aug. 24, 2015, 2:00 PM) (on file with 
Committee) (referencing the phone call). 

Phone Call between Committee Staff, HSGAC, and DOL (Aug. 2015); see also Email from Committee Staffs 
HSGAC, to Nikki McKinney, DOL (Dec. 17, 2015, 1:19 PM) (on file with Committee) (referencing the phone call); 
Email from Committee Staff, HSGAC, to Kathryn Garza-Ahlgren, DOL (Aug. 24, 2015, 2:00 PM) (on file with 
Committee) (referencing the phone call). 

The SEC produced to the Committee on November 23, 2015, documents containing communications between the 
Labor Department and the W'hite House. See Email from Committee Staff. HSGAC, to Nikki McKinney, DOL 
(Dec. 17, 2015, i:19 PM) (on file with Committee). 

Phone Call between Committee Staff, HSGAC, and DOL (Dec. 17. 20!5); Email from Committee Staff, 

HSGAC, to Nikki McKinney, DOL (Dec. 17, 2015, 1:19 PM) (on file with Committee); Email from Committee 
Staff, HSGAC, to Nikki McKinney, DOL (Jan. 12, 2016, 12:52 PM) (oti file with Committee). 

Appendix C, Dep’t of Labor Document Production, DOLOOOOOl-002458; Emails between Committee Staff 
HSGAC, and Eiva Linare,s, DOL (Aug. 26-27, 2015) (on file with Committee). Mr. Jayaratne’s staff moreover. 
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related to scheduling meetings and do not address substantive asptxts of the rule drafting 
process.'" Moreover, the Department only produced these documents after the Chairman made 
a separate but similar request to the SEC for documents.*'^ Additionally, during the briefings. 
Labor Department lawyers unilaterally limited the subject matter and timing of the briefings, 
leaving many questions unanswered. 

Regarding the Labor Department and SEC communications, the Labor Department 
refused to certify that the communications produced to the Committee constituted the full 
universe of communications responsive to the Chairman’s request.'"’ Furthermore, the Labor 
Department refused to provide information about the total number of responsive documents, or 
the methods the Department used to identify responsive material.''"* The majority staff has 
confinned that these communications, in fact, do not constitute the full universe of responsive 
communications. Rather, it appears that the Labor Department combed through its 
communications with the SEC and deliberately omitted the large majority of communications 
that would infonn Chaiiman Johnson’s inquiry. The Committee has obtained documents from 
another source that contain many communications between the Labor Department and the SEC 
that the Department omitted from its production. The Labor Department has acknowledged to 
the majority staff that additional responsive material exists, though it refuses to produce such 
material.'^"’ 

In July 20 1 5, Chairman Johnson spoke with Secretary Perez about the outstanding 
document requests. The majority staff has also communicated directly with Mr. Jayaratne about 
the Labor Department's unsatisfactory responses. Despite these interactions, and Chairman 
Johnson’s continued objection to Mr. Jayaratne’s confirmation by the Senate, the Labor 
Department still refuses to comply fully with the Chairman’s requests. It seems that the Labor 
Department has only seriously engaged in discussions about fully satisfying Chaimian Johnson’s 
requests in an effort to advance Mr. Jayaratne’s nomination. Ultimately, though, the Labor 
Department remains unwilling to produce all responsive documents to the Committee. 


placed unilateral time and content restrictions on these briefings, refusing to answer questions that they deemed 
outside the scope of the briefings. Emails between Committee Staff, HSOAC, and Elva Linares. DOL (Aug. 26-27, 
2015) (on file with Committee). 

Appendix C, Dep’t of Labor Document Production. DOLOOOOOt-002458. 

Email from Committee Staff, HSGAC, to Adri Jayaratne, Acting Asst. Sec’y, Office of C'ong. & 
intergovernmental Affairs, DOL (July 8, 2015, 6:56 PM) (on file with Committee). 

Email from Kathryn Garza-Ahlgren, DOL, to Committee Staff, HSGAC (Aug, 21, 2015, 5:14 PM) (on file with 
Committee). 

Email from Committee Staff, HSGAC, to Adri Jayaratne, Acting Asst. Sec’y, Office of Cong. & 
intergovernmental Affairs, DOL (July 8, 2015, 6:56 PM) (on file with Committee); Email from Committee Staff, 
HSGAC, to Kathryn Garza-Ahlgren, DOL (Aug. 24, 2015, 2:00 PM) (on file with Committee). 

Emaii from Kathryn Garza-Ahigren, DOL, to Committee Staff HSG.AC (Aug. 2!, 2015, 5:i4 PM) (on file with 
Committee). 
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Finally, despite repeatedly refusing to produce responsive material, the Labor Department 
has not asserted any claim of privili^e on the withheld material, and has refused to provide basic 
infomiation about the scope, nature, and contents of the withheld materia!.’’*’ The Labor 
Department’s stated reasons for noncompiiance are all the more concerning given that its 
regulatory authority derives from an express grant of legislative authority from Congress to the 
Department. Congress — and, in particular, this Committee — retain broad oversight authority 
over the Labor Department’s regulatory process and procedures. Ultimately, Congress also 
retains the authority to reject the Labor Department’s rule through the Congressional Review 
Act. Accordingly, the Committee ought to have access — and the Labor Department should be 
completely willing to provide access — to all documents and communications related to the 
rulemaking. 

With little cooperation from the Labor Department, Chairman .lohnson wrote to other 
agencies to seek information about the rulemaking. Under pressure from Chaimian Johnson and 
after the Chairman threatened to compel production of the material,^'* the SEC iiltimately 
provided a number of documents to the Committee that offered tremendous insight into the 
rulemaking. Similarly, FINRA also voluntarily assisted in providing useful information. 


b. The Labor Department Attempted to Interfere with the SEC’s Cooperation 
with the Chairman’s Requests 

In addition to withholding information from the Committee, the Labor Department 
admitted to Chairman .lohnson that it had urged the SEC — an independent commission set up to 
be free of political pressure from the Executive Branch — to disregard Chairman Johnson's 
requests that he made separately to the SEC for documents in the SEC's possession and 
control.^”* Chairman Johnson made those requests to the SEC precisely because the Labor 
Department had declined to fully respond to his initial requests. 

The Labor Department’s interference with Chairman Johnson’s request to the SEC was 
inappropriate and is indicative of the Dejjiartment’s overall posture in responding to the 
Chairman’s inquiiy into the rulemaking.”*” The Chairman had made a separate request to the 
SEC for documents in the pos.session and control of the SEC — a request for which the 


Email from Committee Staff. HSGAC, to Adri Jayaratne, Acting Asst. Sec’y, Office of Cong. & 
Intergovernmental Affairs, DOL (July 8, 2015, 6:56 PM) (on file with Committee). 

See Congressional Review Act, 5 U.S.C. §§ SOl-SOS (20)2). 

Appendix A, Ex. 5. Letter from Chairman Johnson to Chairwoman White, SEC (July D, 2015) (“If the 
Commission fails to immediately provide the requested documents, the Committee may consider use of the 
compulsory process.”). 

™ Appendix A, Ex. 14, Letter from Acting .Asst. Sec’y Jayaratne, DOL, to Chaimian Johnson (July 8, 20! 5). 

Email from Committee Staff, HSGAC, to .Adri Jayaratne, Acting Asst. Sec’y, Office of Cong. & 
Iniergovemmenta! Affairs, DOL (July 8. 2015, 6:56 PM) (on file with Committee). 
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Department had no standing to interfere.**’ For reasons unknown to the majority staff, the Labor 
Department was unwilling to produce — and went out of its way to attempt to prevent others from 
producing — document.s to the Committee about its work on this important rulemaking. 


c. OIRA Declined to Provide a Full and Complete Response to Chairman 
Johnson’s Requests 

Chairman Johnson wrote a letter to OfRA on May 1 , 20 1 5, requesting information and 
documents relating to OIRA’s review of the l,abor Department's proposal."" After OIRA failed 
to provide a complete response, Chairman Johnston again wrote to OIRA on December 3, 

201 To date, OIRA has provided non-specific, cursory responses to the Chairman’s requests 
for information and produced limited materials that do not fully satisfy the Chairman’s request 
for documents.*"'* 

Chairman Johnson’s request stemmed from concern about whether OIRA conducted a 
thorough and thoughtful review of the rule. OIRA expedited its review', as evidence by the fact 
that the Labor Department promulgated the proposed rule just fifty days after OIRA received the 
proposal for review.*^^ Chainnan Johnson sought to ensure that OIRA conducted a thorough and 
thoughtful review of the proposed rule and to understand how OIRA incorporated suggestions 
from other Executive Branch departments and agencies and from stakeholders.^^*’ Specifically, 
Chainnan Johnson asked OIRA to provide the following information: 

1 . Please provide all drafts of the Labor Department's proposed rulemaking, including 
comments and suggestions to the drafts. 

2. Please explain why OIRA required considerably less time to review the Labor 
Department’s proposed rulemaking than the average review time for other Labor 
Department regulatory proposals and other economically significant rules. 

3. Please explain how OIRA incorporates suggestions from other Executive Branch 
departments and agencies, as well as stakeholders, into its review of the Labor 
Department’s proposed rulemaking. 

4. Please explain how the version of the proposed rulemaking incorporated OIRA’s 
suggestions. 


fd 

7, Letter from Chaimian Johnson to Admin’r Shelanski, OIRA (.May 1, 2015). 

8, Letter from Chairman Johnson to Admin'r Shelanski, OIR.A (Dec. .3, 2015). 

1 8, Letter from Admin'r Shelanski, OIRA, to Chairman Johnson (Jan. 20, 20i6). 
7, Letter from Chairman Johnson to Admin’r Shelanski, OIRA (May 1, 2015). 
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5. Please explain how OIRA evaluated the Labor Department’s proposed rulemaking 
with respect to Executive Order 1 3563 ’s requirements for coordination with other 
agencies and consideration of flexible approaches. 

OIRA’s May 18, 2015 response to the Chairman provided general infonnation about 
OlRA’s review' process that was not specific to OIRA’s review of the Labor Department’s 
proposal"' Regarding its review of the Labor Department's proposal, OIRA provided only 
vague infonnation: 

OIRA devoted the time and resources necessary to ensure the review was 
consistent with EOs 12866 and 13563. This review included the participation of a 
number of relevant E,xecutive Branch agencies. OIRA then concluded review of 
this draft on April 14, 2015, As background, EO 12866 provides OIRA up to 90 
dayrs to review significant regulatory actions, though the agency can request an 
extension. The amount of time needed to complete review on any given rule can 
vary, but OIRA does endeavor to complete the process as quickly as feasible 
while ensuring proper review.^^® 

Thi.s answer lacked any specific information about the review process that Chairman 
.fohnson requested, 

OIRA’s .lanuary 20, 2016 letter similarly lacked the specific information that 
Chairman Johnson requested. OIRA simply stated: 

Regarding the length of time the draft proposed rule was under review, I can 
assure you that OIRA devoted the time and resources necessary to ensure the 
review was in accordance with EOs 12866 and 13563. The amount of time 
needed to complete review on any given rule varies, but OIRA endeavors to 
complete the process as efficiently as possible while ensuring proper review. The 
review of the Conflict of Interest draft proposed rule included the participation of 
relevant Federal agencies.^*” 

Again, this respon.se contains a conclusory statement void of any specific information 
about OIRA’s review of the Labor Department's rule. OIRA’s document production also 
failed to satisfy Chairman Johnson’s request. OIRA provided drafts of the proposal, 
but the drafts do not contain comments or suggestions, which Chairman Johnson had 


Appendix ,A, Ex. 17, Letter horn Adrnin’r Sheiaaski. OiR.A, to Chairman Johnson (May 18, 2015). 

T 

Appendix A, Ex. 18. Letter from .Admin’r Shelanski, OIRA to Chairman Johnson (Jan. 20. 2016). 
™ Id 

Id. (document production on file with Committee). 
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requested.'^* OIRA also provided a list of meetings it took with members of the public 
related to the rule, and the materials provided to OIRA at the meetings.*^"’ The 
information and productions and that OIRA provided to the Committee fail to ofl’er any 
insight into OlRA's review of the Labor Department’s proposal. 


VI. CONCLUSION 


Chairman Johnson's inquiry into the Labor Department’s proposed rule has revealed that 
the Labor Department prioritized an expedited rulemaking proces.s at the expense of thoughtfully 
considering and incorporating advice and suggestions from industry experts. Additionally, 
career, non-partisan, professional staff at the SEC, career, non-partisan, regulatory experts at 
OIRA, and Treasury Department officials expressed concerns to the Labor Department about the 
rule. Yet, documents that the Committee received indicate that the Department failed to 
implement numerous recommendations from these government officials in other agencies. 

Chairman Johnson also encountered opposition and noncooperation from the Labor 
Department throughout its examination of the rulemaking process, calling into question the 
Department’s commitment to transparency and accountability to Congress. From the 
information that the Committee was able to uncover, the Labor Department’s flawed process in 
issuing its proposed '‘Conflict of Interest” rule could ultimately hurt American retirement savers. 
Whether intentionally or not, the proposed rule threatens to restrict access to retirement advice 
for those Americans who need it the most. 


7,n 


Id. 

Id 
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Mr. Graves. Twenty-six some odd items of concern were raised 
by your career staff relating to the substantive content of the rule, 
with Labor failing to resolve all of these issues. And I think, as we 
all know, many of your staff, being career staff, are considered ex- 
perts in what they do, and we hope that the appointees know the 
issues as well. But the folks that have dedicated their careers are 
those that we hope we can trust to take “just the facts” positions. 

So, Chair White, does it concern you as much as it concerns me, 
and I know others on this panel that Labor seemingly ignored the 
concerns of your own career professional staff that they have 
raised, and have not addressed them? Of your staff, or of this com- 
mittee, who have raised the very similar and same concerns also? 

Ms. White. I cannot comment on the specific report and the ex- 
changes back and forth, but I can say what I have said before, 
which is that the staff of the SEC did provide substantial technical 
assistance to the Department of Labor, including bringing our per- 
spective, the staffs perspective, and expertise on the broker-dealer 
model, including on, at least, their views about possible impacts as 
various permutations of a rule. 

The Department of Labor also, in their notice and comment pe- 
riod, asked about those issues. Obviously, we have not seen the 
final rule yet, but I think — what I have also said about my own 
view for doing a fiduciary duty — uniform fiduciary duty in the SEC 
space is that it is not an easy task, and if we ended up at the end 
of the day really depriving particularly retail investors of reliable, 
reasonably priced advice, then I would consider us to have failed 
in our purpose. 

But at the end of the day, we are independent agencies, and the 
Department of Labor does have responsibility for the very impor- 
tant ERISA space. And I think, perhaps, the particular exchange 
you are referring to occurred in maybe 2012. I cannot really add 
to what that meant or did not — I think that was on the prior pro- 
posal, though. 

Mr. Graves. OK. Well, thank you, and we appreciate what your 
staff has provided and expert advice that they provide. And I think 
it is in all of our interests to make sure that all of our constituents 
have the most options available to them to invest wisely and 
affordably, and not options removed. And our concern is that this 
rule will remove many of those options, and if not remove them, 
make them more expensive, or put barriers in place in which peo- 
ple will not seek those options. And we believe it is just wiser to 
be investing in their future and in their retirement, and we want 
to make sure all those options are available, and can be made with 
individuals in their communities that they trust that might just be 
in downtown Main Street. So, thank you. Chair. 

Mr. Crenshaw. And just on that, as I understand it, Dodd-Frank 
specifically said, your agency was mandated to study the issue, and 
to propose a rule. Do you have any idea why the Administration 
has supported the DOL moving ahead of you? 

Ms. White. First, I think what Dodd-Frank did was to say — it 
mandated a study, which the staff did — it was a very good study — 
and gave the SEC the authority, if it decided to, to proceed with 
a uniform fiduciary duty for broker-dealers and investment advis- 
ers under Section 913 of that Act. 
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Again, the initial Department of Labor proposal was in 2010. 
They do have responsibility for the ERISA space, and even as we 
sit here today, there are — our broker-dealers which are subject to 
some Department of Labor regulations, and vice versa. So, I mean, 
there is a bit of overlap in those spaces before. 

Mr. Crenshaw. But, is the SEC going to look into developing 
their own rule? 

Ms. White. Without question, and I think I said, some time ago 
that my own view, after really extensive study — and the agency 
has been studying this for a lot of years, and I certainly spent a 
lot of time since I have been Chair; my conclusion is the SEC 
should proceed under 913 to do a uniform fiduciary duty for broker- 
dealers and investment advisers. 

Mr. Crenshaw. And who is going to figure out how to harmonize 
the two rules? 

Ms. White. Well, you try to make them at least compatible, if 
you can. The coordination, obviously, with fellow regulators, where 
we have overlapping jurisdiction, is enormously important. We 
have it in the Title VII, over-the-counter derivative spaces, with 
not only the CFTC, but foreign regulators. But again, I want to be 
clear. I think this is very hard and not quick to do this well. 

Mr. Crenshaw. Got it. Thank you. Mr. Quigley. 

Mr. Quigley. Thank you, Mr. Chairman. Welcome, Chair White. 
It was nice for Chairman Crenshaw to reference the Small Busi- 
ness Advocate Act. I am sure you are aware of it, and the fact that 
the House passed it on a bipartisan basis. I only assume the Sen- 
ate will take it up. Can you tell us your stance on moving forward 
with this, and designating a small business advocate at the SEC? 

Ms. White. Again, we have not taken a position on the par- 
ticular bill. I think we may have provided some technical assist- 
ance on it. I mean, look, there is no question — and this is true at 
the — certainly, true at the SEC, throughout the SEC, how impor- 
tant small businesses are, and that their different needs and dif- 
ferent models be attended to very closely. 

We have a small and emerging business advisory committee that 
I reinstituted shortly after I got to the Commission. We have in our 
Division of Corporation Finance an Office of Small Business Policy. 
They advise on all of our rulemakings, with the lens of small busi- 
nesses, and comment on that. I think they responded to maybe 
1,700 separate inquiries from small businesses, you know, last 
year. 

So, we are extraordinarily focused on that, with a lot of expertise. 
In terms of having a small business advocate, the thing that I 
would worry about with that — ^because it is certainly good in con- 
cept; I think we all agree that we want to do everything we can 
for small businesses — is not to fragment the efforts that are carried 
out on behalf of small businesses, and certainly, that is true at the 
SEC. And we really have that concentrated, in a way, where there 
is a lot of expertise and a lot of work that goes on regarding small 
businesses. So, however the bill might develop, I would not want 
to lose that. 

Mr. Quigley. Let me reference another point. A recent study 
conducted by researchers at the University of Chicago and the Uni- 
versity of Minnesota — seven percent of all active financial advisors 
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have been disciplined for misconduct or fraud. The study also found 
that the advisors who have engaged in misconduct, of those, 38 
percent are repeat offenders. I am sure you are aware of the con- 
cerns about these things. Are you aware of these studies, and what 
is the SEC currently doing, proposing to prevent financial fraud 
like this, especially for repeat offenders? 

Ms. White. I am aware of the study. I have actually read it 
quickly. I have not read it with the care that I will in the next 
week or two. This is an area that I think is enormously important, 
because whether it is a broker-dealer or it is an investment advi- 
sor, if they are not serving their clients honestly, fairly, and I 
would say, in the best interests of the client, that is a big problem. 

And one of the things that we have done at the SEC in par- 
ticular — this is long before the study, is that we have a broker- 
dealer task force. And we have, in our OCIE exam area, a priority 
to really look for these repeat offenders, and frankly, look very 
closely at the firms where they tend to end up again. 

In other words, I think one of the things the study referenced 
was not only do you have problems in the past with some of these 
advisors — and I think they are brokers. I think the study is on bro- 
kers, really. But they show up again at another firm, and they 
show up again at another firm. 

So, our focus has been — FINRA tends to deal with registered rep- 
resentatives individually — not always, but certainly to a great de- 
gree. But we are really focused on the firms — where they seem to 
be residing. 

We have one particular initiative, where we are looking at churn- 
ing by brokers throughout various firms in order to try to crack 
down on that. So, it is an enormously important area. 

Mr. Quigley. I mean, how much of this is resources? 

Ms. White. Some of it is resources. You cannot get away from 
that. I mean, you cannot get away from that, because in the 
broker-dealer space — we have been talking about the investment 
advisor space — but in the broker-dealer space, FINRA does today 
about 80 percent of the examinations of broker-dealers. 

That is really firms and individual brokers. But that does not 
really take into account all their various offices — branch offices, 
which are not examined with that kind of frequency. They do about 
50 percent a year, which is better than 10 percent a year, in the 
investment advisory space. 

But I think we cannot do enough. I mean, I think our techniques 
are better. I think our data analytics are better. We are identifying 
those patterns. And as I said, for the last two or three years, at 
least, we have been very focused on this at the SEC, really trying 
to identify where those brokers are going and getting them out of 
the industry. 

Mr. Quigley. I thank you for your service. Thank you, Mr. 
Chairman. 

Mr. Crenshaw. Thank you. Mr. Amodei. 

Mr. Amodei. Thank you, Mr. Chairman. Madam Chair, to the ex- 
tent that the chairman is going to manage my time, please do not 
be offended if I endeavor to manage yours. I will try to be crisp 
with my questions. And so, with that in mind, initially, I know that 
you folks have been working on an update for Industry Guide 7, 
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which provides guidance for mining companies to report the value 
of mineral resources and reserves. The present stuff, that is 34 
years old, is inconsistent with international reporting require- 
ments. Could I have a point of contact in your staff, just to get an 
update on where that stands? 

Ms. White. Yes. I would call Keith Higgins who is the Director 
of our Division of Corporation Finance. 

Mr. Amodei. Great. Thank you very much. I want to go back a 
minute for the Department of Labor stuff. And I guess we will call 
this under the heading of Intermurals. Obviously, you will be able 
to tell from my question that I think your jurisdiction is unques- 
tioned. I understand there is an issue there with ERISA and some 
of that stuff. But I am concerned, when you speak earlier about un- 
intended consequences, and I hear you when you say, “Listen, it is 
hard and it is not quick.” 

But I think, ultimately, under Dodd-Frank, the section that you 
mentioned in your earlier testimony, there is in fact mandatory 
language under the Standard of Conduct stuff that says — it is 
under other matters, but it is under the Standard of Conduct sec- 
tion. Says that “The Commission shall examine and appropriate, 
promulgate rules prohibiting or restricting certain practices, con- 
flicts of interest,” blah, blah, blah. 

There is also, I believe, a Supreme Court case out there that is 
not specific to the SEC, but generally says, “Hey, when Congress 
acts later in time, and specifically, that takes precedence over ear- 
lier acts, in terms of regulating that sort of stuff.” So, I guess I am 
concerned about unintended consequences. 

Clearly, the 800-pound gorilla issue in the room is, is DOL going 
to have one rule? Is SEC going to have another? Can you give me 
any comfort on how — on what you think your jurisdiction is ulti- 
mately when you get through this process, and how that is going 
to work, if it is, in conjunction with DOL? 

Ms. White. Well, I think there is no question, certainly, at least 
since Section 913 of Dodd-Frank was passed, that the SEC has the 
authority — not the mandate, but the authority — to impose a uni- 
form fiduciary duty on broker-dealers and investment advisors. It 
also provides certain parameters if the Commission decides to go 
forward. 

And again, as I am urged to say more often than I do, I am one 
member of the Commission, even though the Chair — and so, this 
is a Commission decision. But, I believe the SEC should exercise 
that authority to go forward. 

But that is, again, not a quick and easy process. And it is not 
up to me alone as to whether or what the parameters of that rule- 
making would be, although 913 sets some parameters. Were we to 
go forward — in terms of your question on consistency — assuming 
that there was a Department of Labor rule that preceded ours that 
overlapped, we would continue to talk about coordination and mak- 
ing our rules and the regime as compatible as possible. But they 
are not — they do not always land identically. And that is something 
that is — you try to make them land identically, if you can. But we 
are separate agencies with separate statutory mandates. 

Mr. Amodei. Time frame? 

Ms. White. For us? I cannot say that 
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Mr. Amodei. I mean, you have got some decisions, I know, to 
make, but it is like, so 

Ms. White. I cannot give you a time frame, other than to say 
again what I have said before, that it is complicated and not fast 
by any means. And where it stands right now is essentially that 
the — ^you know, the staffs parameters of recommendation are being 
discussed with my fellow commissioners. 

Mr. Amodei. OK. I guess, final question is: So, if DOL comes out 
with a standard before you folks get through your process, you are 
going to enforce their standard? 

Ms. White. Again, they have some enforcement authority on 
their own. I mean, our enforcement authority is under the Federal 
securities laws. So we do not enforce the Labor Department rules 
per se. Obviously, again, the conduct can overlap with our jurisdic- 
tion. So it is not, as easy a situation as maybe my initial response 
would imply. But we enforce the Federal securities laws and our 
rules. 

Mr. Amodei. Well, and I appreciate that. I am just saying that 
you talking to the committee saying, “It is not easy as you might 
think,” I get that. But the other problem is, somebody who is now 
the subject of an investigation based on whose rule it is and who 
is interpreting what is even less easy, if you will, than — I would 
much rather be the regulator than the person who finds out, “I 
thought I was in good shape with the SEC, but now I got the DOL 
bird swooping in on me, and we were compliance folks.” 

Ms. White. And I think that is why we try, in all of our spaces 
where we overlap, and it is not just the Department of Labor, to 
be as consistent as we can. I will say again, though, that we have 
had parallel rules and do have parallel rules now that are not to- 
tally consistent. And we do our best to give guidance and clarity. 
But they are not identical and they do overlap. 

Mr. Amodei. Thank you. Thank you, Mr. Chairman. I yield. 

Mr. Crenshaw. Thank you. And I think we will have time for 
another round of questions. But now let me turn to Mrs. Lowey for 
either a statement or a question, or both. 

Mrs. Lowey. Well, thank you very much, Mr. Chairman. I appre- 
ciate your leadership and I do want to say how fortunate we are 
to have a chair who is so experienced. Your years and years of ex- 
perience have contributed to your outstanding management of this 
very difficult agency. We thank you very much. 

When I look at the numbers, the markets you are policing have 
a lot of new registrants — more than 2,300 private funded advisors 
have registered with the SEC since the effective date of Dodd- 
Frank, and more than 800 municipal advisors are expected to be 
registered in 2017. In the next two years, the number of new reg- 
istrants are expected to be subject to examination, including swap 
execution facilities, security-based swap data, repository swap deal- 
ers, crowdfunding portals. How do you prioritize examinations, 
given how large your existing portfolio is? How much larger will it 
become with all of these new registrants? How many of those do 
you anticipate being able to examine? 

How can investors have confidence that everything is being done 
to prevent another meltdown when so few of these entities are 
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being examined? And will your budget request help build that con- 
fidence? 

Ms. White. The budget request will help. I think there is no 
question that the SEC is a significantly under-resourced agency, 
despite the increases — which we are very appreciative of, that we 
have gotten in the last few years — to do the job we have been given 
to do. 

I would say that unequivocally, even before we were given the 
additional responsibilities under Dodd-Frank and the JOBS Act. 
And your reference to the private fund advisors, which includes 
hedge fund advisors and municipal advisors, and the securities- 
based swap dealers who will be registered and come online; those 
are all add-ons, to our responsibilities. 

And so, there is in our request this year a request for, really, lim- 
ited positions for those that will come online. But clearly, there will 
be a gap there. What do we do about that? And we try to make 
as smart a use of the resources that we have. I certainly come in 
and try to be as eloquent as I can, for more resources, so I can do 
the job. 

But we try to do more risk-based identification of where to go. 
We do desk reviews of data. When we got the private fund advi- 
sors, initially we did presence exams, which were more limited 
exams. But at least we had our arms around and a boot or two on 
the ground. But in order to carry out our investor protection mis- 
sion, we need significantly more resources in all those spaces. 

Mrs. Lowey. I think it is important for my colleagues to note 
that in 2015, the work of your division of enforcement resulted in 
a record amount of sanctions — $4.2 billion. A record 507 standalone 
actions were filed, as were an additional 300 follow-on proceedings 
in delinquent filing cases. If you could share with us, what trends 
have you noticed in securities fraud? Are they just getting smarter? 
How will your budget request help you spot fraud and take action 
against those who perpetrate it? 

Ms. White. Yes, the markets we have to police are getting 
smarter, more complex, bigger, faster all the time. One of the ways 
that we try to meet that challenge is through smarter use of the 
data analytics that we have been talking about. We have a soft- 
ware tool, for example, called Artemis that actually was developed 
in-house, that basically allows us to identify insider trading — sus- 
picious patterns, at least — among traders. You do not have to wait 
for an event and then look behind that and see who traded. 

But it is also a budget issue. I am very proud of the record in 
enforcement. I mean, not just the numbers, which I think are very 
impressive, but the kinds of cases and how complex they are. But 
if you think about, where is the value-add when you are thinking 
about how much to fund an agency, enforcement alone last year ob- 
tained orders for returning $4.2 billion. Our request here is $1.7 
billion. And think of all the other value-add that the SEC provides. 

So, what are we seeing in terms of trends beyond just more and 
more complex? I think the complex financial instruments area is 
one, which clearly requires market experts. Again, we seek those 
in our budget request. More data analytics to analyze and identify 
those pyramid schemes and financial reporting frauds, which is 
also a place for more market experts and more data analytics. 
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When I said we thought out and tried to target our budget re- 
quest — you will see, that is among who we have asked for. 

Mrs. Lowey. That is very helpful. And lastly, in fiscal year 2015, 
this committee asked for an update on the SEC’s efforts to mod- 
ernize corporate disclosure requirements, including cyber security. 
You informed us that in March 2014, the Commission held a 
roundtable to discuss cyber security in furtherance of the Commis- 
sion’s efforts to better inform itself, the marketplace, fellow agen- 
cies, and the private sector. 

I would be interested to know what lessons you learned from 
that roundtable. Should companies that file with the SEC be re- 
quired to disclose cyber-attacks, to engage with the private sector 
in other ways on cyber security? And I just want to say, Mr. Chair- 
man, I remember years ago — when Ray Kelly was NYPD police 
commissioner, they were always behind the ball, because corpora- 
tions were afraid their stock prices would go down if they admitted 
that they lost $7 billion or whatever in a cyber-attack. I would love 
to know where you stand on these issues. 

Ms. White. Yes. First of all, I do not think there is any greater 
risk that the financial sector, and really beyond the financial sec- 
tor, faces than cyber risks. And that is private sector, the govern- 
ment, our spaces as well. 

In terms of disclosure by public companies, and obviously, we are 
just talking about public companies, the SEC did do guidance to 
companies some time ago, really alerting them to the range of 
issues that would require disclosure if there is an attack, or simply 
the risk, to their business. If that is material, they must disclose 
it. We look at the disclosures every year in our annual reviews. 

But we also are focused with our fellow agencies and the private 
sector on this really much deeper, broader risk than the SEC’s ju- 
risdiction really reaches to. We pay a lot of attention with respect 
to our registrants. And again, our examiners have gone out really 
ahead of the curve, I think; and good for them in going out and 
looking for cyber preparedness at investment advisors and broker- 
dealers, and then publishing, obviously not by name and chapter, 
but really, publicizing observations to that population what to look 
for, how to enhance what your system is, what are the best prac- 
tices out there. We continue to have that as an exam priority. 

We also, in our Trading and Markets Division and Investment 
Management Division, meet with our registrants, talk to them all 
the time about preparedness for the cyber-attacks that are going to 
come and how to report, and whether to report. But a lot of this 
has to go on a broader scale than even where the SEC can function. 
And it has got to be private sector, government. Department of 
Homeland Security, the Treasury Department. And we are very ac- 
tive in those inter-agency groups as well. 

Mrs. Lowey. Thank you, Mr. Chairman. I just want to say in 
conclusion, because we sit on many of the same subcommittees that 
cyber security is such a huge threat. In my discussions with many 
of these public companies and some large private companies, they 
all have their own systems in place. 

So, how we all coordinate, how much disclosure — so we can learn 
from what has happened — there are so many issues involved here. 
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And I appreciate you are right in the middle of it. I thank you, Mr. 
Chairman. 

Mr. Crenshaw. Thank you. Mr. Yoder, and then Mr. Bishop. 

Mr. Yoder. Thank you, Mr. Chairman. Madam Chair, good to 
see you again. Thanks for your service. There is a pending rule be- 
fore the Commission that would increase the number of firms that 
have to register with FINRA. I am hearing from market partici- 
pants that the rule, as drafted, while well-intentioned, is overly 
broad. It would require some firms to register with FINRA with lit- 
tle regulatory benefit that could be achieved otherwise. I know you 
are studying that. 

As you know, this committee is responsible for oversight of your 
budget, which is why we are here today, of course. But it got me 
thinking, who is responsible for oversight of the FINRA budget? 
The rulemaking, by definition, will increase their budget, increase 
their oversight. How can this committee be sure that they are 
using the resources effectively, efficiently, and not creating undue 
burdens on certain parts of the market? 

Ms. White. Well, the SEC does have oversight responsibilities 
over FINRA as an SRO. And we exercise that authority, including 
exam authority. But it is a membership organization, basically. I 
think you are talking about the 15b9 proposal, I think. 

Mr. Yoder. 15b9, yes. 

Ms. White. Yes. The 15b9. Yes. And I think that is one where 
it is a proposal, and we are in the comment period now. And so, 
we will certainly be considering all those comments very carefully 
and including the costs as well. And so, FINRA, many, if not most, 
if not nearly all of their rules have to be approved by the SEC. So 
that is a check. That is a safeguard, too. 

Mr. Yoder. And in terms of those dollars, you feel like the over- 
sight that you are in charge of, that you can appropriately know 
that their budget grows, that we have, I guess, the understanding 
that that is being handled appropriately? How can we, as a Con- 
gress, do our oversight duty and trusting in your leadership, of 
course, but 

Ms. White. One of the things that has been a focus since I have 
arrived as Chair of the SEC in 2013, is that I think we do need 
to enhance the oversight that we do at the SEC. Obviously, Con- 
gress has its, you know, separate responsibilities. 

One of the things that we are trying to do in order to get greater 
coverage of these investment advisors I keep talking about, in 
terms of examinations, is also very soon to actually transition some 
of our broker-dealer resources to the investment advisor space. And 
that is because, in part, FINRA really does 80 percent of those 
broker examinations. But that means that we need to up our over- 
sight over FINRA, if that is the move that we are going to make. 
And I think just in general, we are looking to enhance our over- 
sight as well. 

Mr. Yoder. Well, I appreciate that. And I appreciate your study- 
ing the 15b9 rule and making sure you are finding that right bal- 
ance and not over-regulating to where we do not actually receive 
the benefit, but cost folks that do not need to be registered and 
would do probably more harm than good. So, I appreciate your 
leadership there. 
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I want to ask you about the 30e-3 rule on printing. It sounds like 
the structure of the rule is getting a bit complicated. And I know 
that you have been studying this for some time, too. The process 
is pretty simple today. There are some concerns, I hear, from mar- 
ket participants, that replacing it with a series of steps might actu- 
ally make it more complicated. And now even supporters of the 
rule are concerned about that as well. Where are you in that rule- 
making process? And does it make more sense just to step back 
and start over rather than pushing the rule as it is now, in terms 
of the complication? 

Ms. White. Well, we have gotten a lot of comments on this as- 
pect of the rule. And we are studying them very carefully. We will 
proceed, obviously. We do not hesitate, if it is called for, to re-pro- 
pose something if that seems to make sense. I am not suggesting 
we are at that juncture now, but we are certainly seriously study- 
ing the range of the issues that have been brought to our attention 
and that we are aware of, from our own work. 

Mr. Yoder. OK. And then the ranking member brought up the 
topic of cyber security. And I wanted to associate myself with her 
remarks and then I wanted to just talk about your internal control. 

So, certainly one thing is external threats. You know, I had a 
chance to deal — ^your counterpart with the CFTC was in the Ag 
Committee recently, which I serve on as well. And we talked about 
the Reg T rules. And there are concerns that I have heard from 
market participants that they might put their source code in the 
hands of CFTC, and nefarious actors, either within or without, 
could somehow release that. And that is sort of their secret sauce, 
so to speak. 

You know, in light of the potential harm for data being released, 
internally, what are your internal controls that would help assure 
the committee that any of that sensitive data that might get into 
the hands of the SEC would not be released or somehow not be 
compromised? 

Ms. White. I think there is no more important an issue — I mean, 
we have to be able to regulate, but we also have to give the req- 
uisite assurances that can be given that we will be able to safe- 
guard that very sensitive information. I think this particular budg- 
et request, just to bring it back to the budget for a second, requests 
$14.7 million to enhance our internal security system. And this is 
really coming up with us in a number of places, but including our 
proposals in the asset management space, where we are asking for 
additional information. 

And one of the issues we are dealing with there is not only mak- 
ing sure we are enhancing our systems, which we are very, very 
focused on, but also how much can we say about how we are en- 
hancing in order to give assurance and a confidence level. I mean, 
it is a bit of a balance, because you do not want to be too detailed 
about that, or you are giving a roadmap, right? So, that is one of 
the things. But I think we need to be able to get ourselves to a 
place where we can say more than we may have in the past about 
that. 

Mr. Yoder. I appreciate your leadership there, and I think, you 
know, the SEC, as well as the CFTC, they ultimately cross paths 
with a lot of sensitive information that could compromise, you 
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know, entities that they regulate. And so, the importance that you 
place on that, I think, is critical to, you know, maintaining that in- 
formation. So, I appreciate it. Thank you. Thank you, Mr. Chair- 
man. 

Mr. Crenshaw. Thank you. Mr. Bishop, and then Mr. Womack. 

Mr. Bishop. Thank you very much, Mr. Chairman. Thank you, 
Ms. White. According to a 2013 GAO report, which was three years 
ago, minorities accounted for only 19 percent of management posi- 
tions in the financial industry, and even worse, minority women ac- 
counted for only 13 and a half percent. Can you tell me what steps 
the SEC has taken to improve this drastic disparity and what are 
the current stats? Hopefully they are improved. And tell me what 
steps you think Congress could take to give you additional tools to 
increase minority participation? 

Ms. White. I think there are at least two spaces to talk about 
there. One is within the industry in the private sector and our reg- 
istrants and there, we, together with a number of our other finan- 
cial regulators under Section 342 of Dodd-Frank, have focused on 
our registrants, focusing on the diversity of their staffing, among 
other things. In terms of our own agency, we basically look in three 
areas — our own staffing that we have. 

Obviously, I have mentioned the registrants. We also have a cer- 
tain amount of — not huge amounts — but amounts that are mean- 
ingful of contracting dollars. And so, one of the things that our 
OMWI office really focuses on, and has made a lot of progress in, 
is to make sure that minority and women-owned businesses know 
how to, ask to get in the procurement process, in order to be able 
to at least bid for or compete for those contract dollars. And we 
have had a lot of success there. We have challenges at the SEC, 
certainly, with respect to the number of minorities and women in 
our most senior positions, and we are very focused on that in terms 
of taking specific measures. 

We have seen some improvement there, but we remain very 
much focused on that. But I think it is a public and private sector 
set of issues, not easy ones to solve, but I think we have to remain 
very focused on them and I think we have to use all the tools at 
our disposal. 

Mr. Bishop. Anything that we could do to help you in that re- 
gard? 

Ms. White. Budget? No, I mean, I do not mean to make light of 
this at all, because I do not, because I consider this enormously im- 
portant. I think we are right now, at least at the SEC, kind of mid- 
stream in really seeing how some of our initiatives are working, 
some of our outreach is working. We have expanded 

Mr. Bishop. I was going to ask you about recruitment. 

Ms. White. Yes, and in recruitment, that is one of the areas 
where, again, I think we have really made great progress, and I 
forget the number of outreach events that we did this past year. 
But it exceeds 150 or something, and it is in the right places with 
the right people at them. And I think I would like to see how suc- 
cessful those initiatives are before I would suggest what might be 
helpful from Congress. 

Mr. Bishop. OK. Let me change gears a second and follow on 
Mrs. Lowey’s question. According to your budget request, the SEC 
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has never examined approximately 40 percent of all registered in- 
vestment advisors. With the growing number of registered advi- 
sors, which you claim has been an increase of nearly 35 percent 
over the last decade, how do you plan to address the shortfall with- 
out impacting investigation of at-risk advisors? 

Ms. White. We have had, for the last 2 years, what is called our 
never-before examined initiative. And that really looks at reg- 
istrants that have registered with us in the past 3 years, in order 
to ensure that we are at least covering that space. 

We also do something as simple as this. It is a bit of a variant 
of our presence exam for the private fund advisors, which is to call 
up every registrant and just sort of say. Here are the rules. Here 
we are. We are present. Obviously, that is not boots on the ground. 
That is not a thorough exam. But it is more presence. And so, in 
every year we are devoting the resources we think are wise to mak- 
ing sure that we are at least covering as much of that space in one 
way or another as we can. 

Mr. Bishop. OK. Last week, the SEC approved for the first time, 
a lender to use funds from public investors to back loans for small 
businesses. This crowd lending is an innovative financial product 
established for the JOBS Act of 2012. 

The company approved under Regulation A plans to initially 
offer the loans to veteran small business owners as an alternative 
to high-interest payday lenders. Allowing crowd lending is a posi- 
tive development that could expand opportunities for small busi- 
ness owners and it is especially encouraging to me to see that vet- 
erans will be the first to utilize this. What other steps is the SEC 
taking to encourage liquidity for small businesses? 

Ms. White. Where we pass on issues like that is in our Regula- 
tion A space and our more traditional role of reviewing filings to 
make sure that the right disclosures are given, basically. 

Among the things that we are looking at in terms of small busi- 
ness and small business liquidity, is that we are doing — it begins 
I think in October — the tick size pilot you may have heard about 
to see what the data shows about increasing secondary liquidity for 
smaller businesses. We continue to look at venture exchanges as 
possibly a way — I mean, we have approved venture exchanges be- 
fore, but look at different variations of venture exchanges to see 
whether we cannot increase liquidity for small businesses. The 
crowdfunding mechanism, which becomes effective in May, is also 
a way to raise money. 

Obviously, you have got to attend, after you raise money to the 
liquidity that needs to follow for investors. But we really are spend- 
ing an awful lot of time on that issue for small businesses. 

Mr. Bishop. Thank you, and I think my time has expired. 

Mr. Crenshaw. Thank you. Mr. Womack. 

Mr. Womack. Thank you, Mr. Chairman. Chairman White, al- 
ways great to see you. Thank you for your service. Last year, when 
you were with us, I spoke briefly to market structure, particularly 
when it came to errors or glitches such as the “flash crash,” which 
was then addressed through the working groups established by 
both the Depository Trust and Clearing Corporation and the New 
York Stock Exchange. 
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If I recall, you touched on the regulation SCI, but it is my under- 
standing that industry group suggestions may have been more 
comprehensive. I would like to follow up by seeing if we could get 
the list that I had previously requested, noting which of these rec- 
ommended changes by the DTCC and the Stock Exchange have 
been implemented by the SEC, and why or why not, if that is pos- 
sible. 

Ms. White. It is possible, if we have that information. I will say 
that after our session last year, basically the staffs followed up 
with each other to try to identify precisely the space that you were 
intending for us to respond to. And we did respond as we thought 
the question was put. But I had a sense that there might be some- 
thing else that we had not responded to. 

Mr. Womack. Let’s have a staff-to-staff follow-up. 

Ms. White. Yes, absolutely. Absolutely. 

Mr. Womack. I appreciate that, still focusing on structure, par- 
ticularly the National market system planned governance. You may 
know that there is a discussion draft in the House put forward by 
my colleague from Virginia, Mr. Hurt. 

This legislation would install broker-dealer representation on the 
operating committees of the National market system plan, such as 
a consolidated audit trail, tick size pilot, and so on. What would be 
the downside of having broader industry participation in the devel- 
opment and operation of these critical market utilities? 

Ms. White. That is an issue that we have in our Equity Market 
Structure Advisory Committee and four subcommittees including 
an NMS subcommittee. And among the issues that the committee 
looks at, our staff is looking at, are those governance questions. I 
cannot get ahead of that analysis to give a view until I have gotten 
the full input. But it is an issue that we are very focused on. 

Mr. Womack. Yeah, and then, just a parting comment. In your 
testimony, you note that volume and equity markets have dras- 
tically changed over the years, but so have other major aspects, 
such as exchanges moving from not-for-profit and member-owned- 
for-profit, and publicly-traded. This would seem to emphasize needs 
for reform, yet countering the exchange evolution, it is often cited 
that indirect participation in NMS governances available through 
advisory committee membership. 

With that said, I would note that advisory committee members 
are most often given little actual voice, citing among other things, 
the fact that much meaningful business is done in executive ses- 
sions, from which, I know you are aware, advisory members are ex- 
cluded. I believe that the SEC has the ability to positively affect 
this governance structure already, separate from broad reforms. 
But if need be. Congress, of course, will continue to weigh in. So, 
thank you very much for your testimony and again for your service. 
And Chairman, I yield back. 

Mr. Crenshaw. Thank you. We have time for another question 
or two. I will start. You and I talked, I think last year, about 
FSOC. And I mentioned you are a member of FSOC. It is a rel- 
atively new agency. One of my concerns has always been the trans- 
parency involved in the designations. I think it is fair to say if 
there are systemically important financial institutions, and they 
are designated as such, they have additional burdens, et cetera. It 
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seemed initially that the goal was to designate institutions as op- 
posed to mitigate the risk involved with institutions. 

And so my first question is: Would you agree with me that it 
would be more important to mitigate the risk to our system and 
that you ought to judge the success of that by the mitigation of risk 
as opposed to the number of designations that are made? 

Ms. White. I think you want to basically look at the most mean- 
ingful metric. The mission of FSOC is to identify and address risks 
to the financial stability in the financial system that are found. 
One tool is obviously the designation tool. 

Mr. Crenshaw. Let me ask you about the designations. There is 
some question that it seems like the big banks all got designated. 
Is that based on their size or based on their activity? 

Ms. White. That was largely, I think, it was before my time. But 
I think that is largely a size designation for them. But if you actu- 
ally look at the number of designations certainly outside the bank- 
ing context, there have not been that many, but I think your point 
is very well taken, nevertheless. I think FSOC is sensitive to that. 
Certainly I am, and I think other members are too, which is to be 
as transparent as one can be, in terms of the particular factors that 
may have driven a particular decision to designate. 

Now, as I think we discussed before, that I think it is often a 
business model. So, it is not like you can kind of change this piece 
and you would not be considered under the analysis systemically 
important, but I think the more one can advise as to what those 
factors are. I mean, the idea is not to have the systemic risk in the 
system, right? And so, whatever tools or information FSOC and 
others can give to bring that about is what we should be doing. 

Mr. Crenshaw. I do not know if you are familiar, but last year 
at our full committee markup, I offered an amendment that I want- 
ed to be sure everybody on the committee got to look at and dis- 
cuss, and it was kind of an off-ramp, a way for companies to de- 
risk prior to designation, particularly the non-banks, the asset 
managers, or insurance companies. It did not preclude FSOC from 
designating them, but it gave them an opportunity to be notified. 
Here is a problem with your business model. Can you tell us how 
you might cure it? 

And still, if FSOC felt like that did not solve the problem, did 
not mitigate the risk enough, the designation could still occur. That 
seems like a commonsense, reasonable approach. I am wondering 
if that would simply add some flexibility, because again, the goal 
is not just to — and I know there have not been that many designa- 
tions — but the goal is not to go out and find people to designate 
them. The goal is to keep our financial system safe, secure, orderly, 
et cetera. So, did you see that language? And what are your 
thoughts about that kind of flexibility? 

Ms. White. Well, I think I did see that language. It has been a 
while since I looked at it, so I should put that caveat in. And there 
is increased engagement, certainly, between FSOC staff, and the 
companies that are being looked at. So there is an awful lot of dia- 
logue back and forth. We have obviously had a number — not a big 
number — but a number of designations now, including non-banks 
where the reasoning is quite detailed, actually, publicly, and then 
even more detailed in what is provided to the companies. 
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And companies are clearly free at any time prior to designation 
to change their business model, and then they would be analyzed 
as they were presenting to FSOC as they were considering them 
as changed. And so, I would hope if that was realistic — again, a lot 
of these are so intertwined in terms of the factors that lead to des- 
ignation that it is not a simple “gee, if you were not doing that, or 
you did less of that you would not be systemically risky or you 
would not be systemically important.” 

But I certainly think that exchange of information ought to 
occur. And I think more of it is occurring now, actually. We also 
have the off-ramp or the review anyway. It is not an off-ramp, but 
as I said, it is not called an off-ramp, but it is the annual review 
of each entity that is designated to determine whether or not they 
should remain designated. 

So, if there have been changes since the designation, and frankly 
that occurs even if the company does not seek it. So, that is an 
automatic review. We have done that only for 2 years now. I think 
this is the second year. And I think it is getting more exacting and 
becoming a better process. 

Mr. Crenshaw. Well, it is good to hear the process is becoming 
a little more transparent. Particularly when you get into the ques- 
tion of whether the designation is based on size or based on activi- 
ties. When you move away from large banks, like asset managers, 
for instance, they are very large, but in terms of their activity, you 
can argue about how much systemic risk occurs when you are man- 
aging somebody else’s money. 

But, I think we will continue to have that dialogue, because as 
you point out, even at the end, to say if maybe we mitigated 
enough risk, they do not need to be designated specifically any- 
more, but at the front end, it might be appropriate to give more 
understanding to what the activities are, what the size is, before 
that designation occurs. So, I am encouraged to hear your thoughts 
on that. Mr. Serrano, do you have a question? 

Mr. Serrano. Yes, I do. Thank you. Chairman White, I want to 
bring you back to this issue of Puerto Rico, because in the 26 years 
that I have been here, I have never seen all the years focus in on 
something so quickly on both sides of the aisle and both Houses to 
try to deal with what they know has become a humanitarian issue. 
With that in mind, I am going to call an original co-sponsor of the 
Puerto Rico Investor Protection Act, which would terminate the ex- 
emption of companies located in the U.S. territory from coverage by 
the Investment Company Protection Act of 2015. And we thank you 
for your technical assistance that you gave us on putting that bill 
together. 

Could you please speak to the effect of the bill and how it can 
help the situation there? Now, I realize, as you have told us before, 
you are not directly involved, but this one is about investors. And 
so, you might be more involved with that. 

Ms. White. Yes, this one is, I mean, at least in some aspects. 
Again, the Commission has not taken a formal position on the bill. 
But I think I have discussed my views on at least aspects of this 
publicly, which is that I think that exemption was born in another 
time and a different situation, where you based the exemption from 
the Investment Company Act. 



261 


And the requirement was, I think in part, based on the theory 
that the government did not have the resources or the ability to 
travel to the territories, including Puerto Rico, to do what they 
needed to do. So, I think it is a loophole. I think it ought to be 
plugged. 

Mr. Serrano. Just for the record, you know, the territories, and 
you do not see it more clearly and evident than in this committee, 
usually the attitude with the territories is whatever is left over. 
And I have stories, I tell you, that would make people laugh if they 
were not sad. That one is sad, that they did not think they could 
travel to the territories or whatever, so they did not include the 
territories — you know, American citizens. 

I remember in front of me the FCC once, I asked them how come 
there is no satellite radio in Puerto Rico yet. They have it now. 
They said the satellite will get there. And I thought the whole es- 
sence of a satellite is it can get anywhere. So I said, “Borrow one 
from the CIA, and you will be able to get there and elsewhere.” So, 
now they have it, and some people like me and some people do not 
like me, you know, terrestrial radio. 

But let me ask you something. You have so many new respon- 
sibilities now, and one of them that always keeps coming up — and 
I know you have been asked this, but I just want to stay on it be- 
cause it is important to me, and it is important to a lot of people — 
are you really keeping up fully at this point in the I.T. area? Be- 
cause it seems to me, and I do not think this will ever end, I mean, 
it does not end in our own offices. 

I mean, we buy equipment in our offices and the staff celebrates 
the fact they have all this new equipment, and a year later, the 
equipment is not that good anymore compared to other agencies. 
So, the banks out there have much better stuff and you have better 
equipment. What can we do about that, other than keep pumping 
money? And I am against pumping money. I do not want to sound 
like a Republican, but 

Ms. White. It clearly is, you know, there is a significant re- 
sources component, right, of this? We talked about the $10 billion 
a year on the I.T. budget alone of some of our largest registrants. 
So there is no question about that, but it is also a matter of exper- 
tise and attracting that expertise and keeping that expertise at the 
government agencies. 

And so, we are never going to be able to pay those experts as 
much as the private sector can pay them. But one of the heartening 
things that I have found since being at the SEC, particularly in the 
I.T. area and this applies to our economists as well, is how at- 
tracted they are — you have to pay them enough, which is a chal- 
lenge — to coming to the SEC for public service, number one. 

Number two is that they have access to data they find, particu- 
larly in the case of the economists, fascinating that they do not 
have outside because we, obviously, have access to some data that 
the public does not have. And so, you will see in our request, I say 
it over and over again how much more we are seeking out market 
experts and quants and other kinds of technical experts. But it is 
a real challenge. I mean, you are always playing catch up even 
with all the resources you can imagine, right? You must have the 
resources. 
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But it is also the talent and the people that both know how to 
use your tech systems but also to design them. I mentioned the 
Artemis software application, which has been tremendous. It has 
produced a number of important insider trading cases and was ac- 
tually developed in-house. So it was not a big resources issue. It 
was a brain issue; right? 

Mr. Serrano. You know, and one of the things that I have no- 
ticed, Mr. Chairman, is that what she is talking about is really so 
true. We have young people in this country — not that I am knock- 
ing the experts who have been around a while — young people that 
are really whizzes when it comes to technology, and we have not 
found a way in government to attract them, to bring them in. You 
know, government is not something they understand. 

I remember that I either sarcastically or very profoundly during 
the Obamacare roll out that created some problems, I said, “Why 
do you not just go to a college dorm? It will be resolved in a half 
an hour, if you get some of those kids in here.” And I think that 
we are missing a disconnect in this country between the fact that 
we have a younger generation that understands technology well, 
that comes up with incredible inventions that they later sell for $1 
billion to someone, you know, and we rely only on what we think 
we know. I have no problems at my office hiring someone who is 
24 and say, “Fix that computer,” because I know they know how 
to. And I think that that might sound simplistic, but I think it is 
something that we are missing and we — so I am glad to hear you 
say what you said. 

And lastly, let me just follow up on something Mr. Bishop said, 
and then I will let you go for my part. There have been some ques- 
tions recently about whether investors have enough information on 
the composition of the boards of publicly-traded companies. Numer- 
ous letters have been sent to you asking that the SEC act to re- 
quire to disclose — disclosure of more information pertaining to the 
diversity of boards. Do you think that more needs to be done in this 
area and, if so, what sort of timeline is the SEC looking at? 

Ms. White. I spoke about this I think in late January where, ba- 
sically, I share the concerns, at least some of the concerns that 
have been expressed. The SEC has a rule now and has for a num- 
ber of years of requiring companies, if their nominating committees 
have a diversity policy to say what it is, how they use it, how they 
monitor it for effectiveness and so forth. 

But there is also a fairly recent GAO study that shows how few 
companies have been disclosing anything in that space. The current 
SEC rule does not define diversity, and so one of the things that 
is urged is that we at least include in the definition of diversity 
race and gender and ethnicity, along with the other kinds of skill 
sets and experience that may figure into diversity when a nomi- 
nating committee is deciding how to optimize their board. 

And so, I have directed the Division of Corporation Finance to 
both look at the disclosures that have occurred over time with an 
eye to my concerns that we may need to provide more information 
to investors to make it useful, in terms of information about, gen- 
der and race and ethnicity. 

There are a number of issues as there are with anything in this. 
What you do, for example, with board members who may not wish 
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to have that disclosed. But I think it is something that — my per- 
sonal view is we should proceed on it and I am quite focused on 
it both in terms of reaching that conclusion on my part and then, 
if so, to moving it along. 

Mr. Serrano. Well, I want to take this opportunity. Chair White, 
in closing, to thank you for your service, you know. November is 
coming soon so we do not know where we are all going to be after 
November. But I want to thank you, and I want to ask you a per- 
sonal favor on behalf of everybody. 

It is a personal favor, and that is to try to continue to do what 
you have done, to put the SEC as that watchdog, that detective, 
that cop on the beat, that we need so that the Wall Street fiasco 
does not come back. If you put it on its road, it may be difficult 
for some people to undo it in the future, although some will try to 
go back to the days when we did not care what Wall Street was 
doing. Let’s just try to get it on the road and I know you are the 
person to do it. Thank you. 

Ms. White. Thank you. 

Mr. Crenshaw. Mr. Bishop is recognized. 

Mr. Bishop. Thank you very much. Let’s talk about flash crash- 
es. In August of last year, fears of a slowdown in China’s market 
prompted volatility in U.S. markets. Some investors were surprised 
to discover that ETFs were trading at much lower prices than their 
underlying investments on the morning of August 24. Parts of this 
resulted from delays in opening stocks and U.S. markets, while 
ETEs were immediately available for trading. 

Additionally, the flash crash, like others before it, has been par- 
tially blamed on the application of automated investment tools on 
a large scale, without a sufficient safeguard against panic selling. 
While the flash crash of August 24th, 2015, was nowhere near the 
turmoil experienced in the flash crash of May 6th, 2010, it dem- 
onstrates that stock markets are still susceptible to human and 
computer errors and are largely unpredictable. What is the SEC 
doing to prevent flash crashes and their artificial instability in the 
U.S. stock markets? 

Ms. White. Quite a bit, and we have done quite a bit. I guess 
I would first say that I think what happened on August 24 was a — 
sort of unwelcome, mini-stress test. But I actually think that it 
showed the resilience of our critical market infrastructure. 

I would take issue with saying it was a flash crash, sort of com- 
pounded by various kinds of errors. Having said that, however, 
clearly, it was a significant set of phenomena. The staff actually 
put out a research note on this in late last year. It was really very, 
very useful data and analytics. 

We also have requested certain information from the exchanges 
and other participants on that day to see what measures should be 
taken to deal with some of the phenomenon that did occur. And 
among the issues obviously that are, under the microscope, so to 
speak, are the limit up/limit down rules that were put in after the 
flash crash in 2010. How do they operate? Market circuit breakers 
were actually not triggered but, clearly, limit ups/limit downs were 
particularly in certain ETEs, and you did have the phenomenon 
that you note in terms of underlying values departing from share 
value. 
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And so, there have been some adjustments already made, I 
think, in terms of the price collars and the size of the price collars. 
But there are other issues under consideration to try to make sure 
that the issues that did occur there, that really did not reflect fun- 
damental values, at least fast enough of the stocks, the ETFs, are 
dealt with. And so I think you will see some measures taken in re- 
sponse to that. And we look at this all the time. 

Our SCI rule that we talked about earlier is meant to increase 
the resiliency of our critical market infrastructures. When an inci- 
dent does occur, it is reported to the SEC sooner rather than later 
so we can take action. So we are constantly dealing with issues like 
that, and with a great deal of seriousness. You want to optimize 
the markets, in terms of their functioning, as well as making sure 
they are reflecting fundamental value for investors and also serv- 
ing the companies that seek to raise capital. 

Mr. Bishop. Thank you. 

Mr. Crenshaw. Well thank you. Chair White. We want to thank 
you for your service. I think everyone on this subcommittee appre- 
ciates the work you are doing. It is a big job, lots of responsibility, 
and we know how seriously you take that. So thank you for that, 
and we look forward to continuing to work with you so that you 
have the resources to do your job. So, thank you very much. This 
meeting is adjourned. 

Ms. White. Thank you very much. 
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Financial Services and General Government Subcommittee 
Hearing on the Securities and Exchange Commission 
for Chair Mary Jo White 

Questions for the Record Submitted by Chairman Ander Crenshaw 

Budget 

Question: Since the FY 2016 Omnibus provided $117 million less than the Commission 
requested, how has the Commission prioritized the $105 million increase across the agency 
in FY 2016? 

Response: With the additional funding provided in the FY 2016 Omnibus, the SEC has 

focused on covering cost increases associated with the agency’s current service levels, 

and then hiring approximately 100 additional staff for key priorities, including: 

• Bolstering examination coverage for investment advisers and other key entities who 
deal with retail and institutional investors; 

• Strengthening our core investigative, litigation, and analytical enforcement functions; 

• Strengthening the SEC's economic and risk analysis functions: and 

• Hiring additional staff experts to help oversee rapidly changing markets, especially in 
new or expanded areas of responsibility such as derivatives, clearing agencies, private 
fund advisers, and municipal advisors. 


Division of Economic and Risk Analysis (DERA) 

The 2016 Omnibus requires DERA to report back to this Committee within a year of 
enactment on the combined impact that layers of regulations have had on access to capital 
and market liquidity. 

Question: Do you believe there is an overall lack of liquidity, and is it a concern for you and 
the Commission? 

Response: Liquidity is an important attribute of a healthy market. If the liquidity in a 
particular market were to diverge from historical experience, the Commission would 
certainly be interested in understanding why and determining if there is an issue that 
needs to be addressed. W'ith respect to the status of liquidity in the fixed income markets, 
there are mixed results coming from DERA staff work, the work of other regulators, and 
academic studies. Certain metrics that relate to market liquidity show levels that arc 
broadly consistent with historical experience and with a liquid market. By contrast, a 
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persistent decline in dealer inventory levels has also been documented. DERA staff will 
be examining these issues as part of the mandated study. 

Question: Has the Commission discussed what sufiTicient liquidity is or should be? 

Response: A threshold question in assessing the sufficiency of liquidity is the metric or 
metrics used to measure liquidity. I am committed to actively considering whether 
certain measures might evidence changes in market liquidity and, if so, what may be 
causing these changes and whether action might be necessary. More technically, 
liquidity can be assessed by first determining likely attributes of a liquid market — e.g., 
with respect to the secondary market, immediacy (how long it takes to execute an order), 
depth (how many orders above and below the cunent trading price there are), breadth 
(how numerous and sizeable orders are), tightness (how wide the bid-ask spread is), and 
resiliency (how long it takes for the market to correct imbalances). Measures can then be 
evaluated that relate to those attributes — e.g., for the attribute of immediacy, measures 
such as the number of market participants, quotes, and transactions. Thus, while no one 
measure conclusively demonstrates the presence or absence of liquidity, by surveying 
many individual measures in concert with respect to an individual market or component 
of a market we can obtain a sense of liquidity in that market. 

Liquidity measures that may be useful for assessing liquidity on centralized trading 
venues or in markets with substantial volume may be less descriptive of liquidity in 
dealer-based/over-thc-countcr markets or in markets with limited volume. For example, 
corporate bonds are largely traded through dealers, without posted prices or an easily- 
observed order book. In such markets, post-trade measures of liquidity (e.g., transaction 
costs and markups, which proxy for the bid-ask spread) may be more informative than 
pre-trade measures of liquidity (e.g., immediacy, depth, and breadth). 

The Commission has considered the effect of its regulations on liquidity in certain 
markets — for example, it has considered liquidity in the credit default swap and other 
security-based swap markets as part of its implementation of Title VII of the Dodd-Frank 
Act. 

Question: Has the Commission, prior to this year, reviewed the overall impact of the 

multiple layers of regulation that have been implemented over the last several years to see 

if we got it right? 

Response: The Commission considers the effects of multiple regulatory regimes as part 
of the rulemaking process. For example, we considered the effect of 
raultiple/overlapping regulations on small business access to capital as part of adopting 
the JOBS Act-mandated Regulation A+ and Crowdfunding rules, and in proposing new 
rules to facilitate small offerings, including intrastate and regional offerings. 

Beyond rulemaking, the Commission is continually actively monitoring the markets that 
it regulates. Specifically with respect to the fixed income markets, the Commission has 
been active in reviewing certain segments of those markets, including in conjunction with 
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the SEC’s Report on the Municipal Securities Markets issued in 2012, and the Joint Staff 
Report on The U.S. Treasury Market on October 15, 2014, issued in 2015. Since 2014 
we have also been actively monitoring liquidity metrics in the corporate fixed income 
markets (both primary and secondary) in conjunction with our fellow financial services 
regulators and reporting quarterly on the results to the House Financial Services 
Committee. 

The Commission also has long had in place formal and informal processes for the review 
of existing rules to assess the niles’ continued utility and effectiveness in light of the 
continuing evolution of the securities markets and changes in the securities laws and 
regulatory priorities. These processes include studies of broad program areas, such as the 
municipal markets study mentioned above and the receipt and review of feedback from 
outside the agency to help inform us as to how our current rules are functioning 
(including communications with investors, investor and industry groups. Congress, 
fellow regulators, the bar. and the public at large). The Commission's advisory 
committees, including the Advisory Committee on Small and Emerging Companies, also 
provide us with valuable insights as to the effects of our rules, including with regard to 
access to capital. Finally, Commission staff continuously assess how our regulations are 
working through the SEC’s compliance inspection and examination functions, 
enforcement investigations, and receipt of requests for exemptive relief or Commission or 
.staff guidance. 


Department of Labor (DOL) Fiduciary Rule 
The DOL released its fiduciary rule on April 6, 2016. 

Question: Why do you think the Administration has supported DOL in moving forward 
with the fiduciary rule when the SEC was the agency expressly mandated by Dodd-Frank 
(Sec. 913) to study this issue and, potentially, propose a rule? 

Kesponse: DOL and the SEC arc separate agencies with different statutory 
mandates. DOl.’s rulemaking is directed at an important concern for Americans - the 
standards that apply to the advice they get regarding their retirement accounts. Because 
the DOL has its own perspectives, Juri,sdiction, and statutes, DOL's rules may differ from 
any rules the Commission may consider pursuant to the authority provided by section 91 3 
of the Dodd-Frank Act. As separate agencies, the Commission, in advancing a proposal, 
and the DOL can each proceed with the appropriate standards that apply to advice-giving 
with respect to particular investments, to the extent consistent with their individual 
statutes. 

Question: Does the SEC plan to look into developing its own rule on this issue? If so, when? 
If so, how will you all harmonize the rules? 

Response: 1 believe that broker-dealers and investment advisers should be subject to a 
uniform fiduciary standard of conduct when providing personalized investment advice to 
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retail investors. SEC stafl'is working on a recommendation for the Commission's 
consideration to require such a standard of conduct. This work builds on an extensive 
evaluation of the differences in the standards that apply under the federal securities laws, 
which underscores the many complex issues that would need to be addressed in 
proposing a uniform standard, including how to define the standard, how to address 
current business practices, and the nature of the potential effects of changes to existing 
standards on investors, particularly retail investors. 

As part of its analysis, the staff is giving serious consideration to, among other things, the 
recommendations of the SEC staffs 2011 study under section 9 1 3 of the Dodd-Frank 
Act, the views of investors and other interested market participants, potential economic 
and market impacts, and the information we received in response to the Commission’s 
request for data and other information in 2013. 

1 appreciate the views expressed about the interplay betw'een the DOL’s new rule and 
requirements under the federal .securities laws, and the application of different standards 
to the provision of investment advice to retail investors. 1 also understand the importance 
of consultation among the agencies, and appreciate the impact that differences between 
standards put forth in any rulemaking by the Commission and DOL’s new rule and 
related exemptions may have on regulated entities, investors, and the markets. It is 
important to achieve the right balance in addressing these issues, while making sure 
investors, particularly retail investors, are appropriately protected and have access to the 
type of investment advice and sert'ices they need and can afford. Consultation between 
the DOL and the Commission has been, and will continue to be, important as we move 
forward with this rulemaking. 

The Senate Homeland Security and Government Affairs Committee released a report 
recently raising concerns that DOL failed to adequately consult with the SEC on the rule, 
and that DOL rejected or discounted SEC staff concerns and edits to the rule. 

Question: How would you characterize the Commission’s interaction with DOL on this 
rule? 

Question: Do you believe the DOL properly consulted with the SEC staff in drafting this 
rule? 

Question: Do you believe DOL carefully and fully address SEC staff concerns? 

Response : Commission staff provided technical assistance in connection with DOL's 
rule. Specifically, Commission staff met and had calls with staff from DOL, providing 
technical expertise regarding the regulation of investment advisers and broker-dealers, 
including disclosure requirements and our approach to the conflicts that surround, among 
other things, principal trading, differential compensation, and receipt of commissions. 1 
also discussed issues related to the rulemaking with Secretary Thomas Perez on the 
phone or in person on several occasions between late 2013 and early 2015, and with his 
predecessor on one occasion in mid-2013. In addition, prior to the proposal. Commission 
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staff economists also discussed with DOL staff economists cost-benefit related issues as 
well as relevant academic literature. Finally, Commission staff provided technical 
comments on the draft rulemaking in response to requests from staff from the Office of 
Management and Budget, 

The DOL and the SF.C are two separate agencies with separate statutory mandates. The 
consultations among DOL staff and SEC staff were not intended to reach agreement 
between the agencies on every aspect of the DOL’s proposed rule. As is the case with 
any rule, changes were made throughout the rulemaking process. Ultimately, following a 
period of public notice and comment, DOL determined what changes to incorporate in its 
final rule. 

Question: Do you believe the DOL engaged in a comprehensive cost-beneflt analysis while 
drafting the rule? 

Question: Has SEC staff conducted an independent review of the DOL rule? 

I am particularly concerned the DOL rule will create more confusion and costs for retail 
investors. One study states over 7 million IRA accounts would not qualify for an advisory 
account due to the balance being too low to be profitable for the adviser. An unintended 
consequences this rule may be to price out middle and low -income investors. 

Question: Could the potential compliance costs, as a consequence of this rule, result in 
firms letting go of smaller clients? 

Response: As noted above. Commission staff met and had calls with staff from DOL 
and provided technical assistance in connection with DOL's rule. As part of these 
discussions, Commission staff shared their experiences with how services are provided in 
this area of the market and the potential economic and market impacts that policy 
changes the DOL was considering could have on SEC registrants and retail investors. In 
addition, prior to the proposal. Commission staff economists also discussed with DOL 
staff economists cost-benefit related issues as well as relevant academic literature. Since 
DOL just adopted its new rule at the beginning of April, and compliance with the rule is 
not required until next year, it is too early to assess the rule’s impact, including any 
impact on services provided to middle and low-income investors. 


Financial Stability Oversight Council (FSOC) 

Last year, I offered an amendment in our full Committee markup to allow eompanies to 
de-risk prior to Systemically Important Financial Institutions (SIFI) designation. This 
language would not prohibit SIFI designations themselves, but would give non-banks the 
ability to address FSOC’s concerns prior to a designation. This is common sense language 
that I thought was very reasonable. 
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Question: Have you see the language I proposed in FY 2016? 

Response : I am generally familiar with the language you proposed in the FY 2016 
appropriation bill related to FSOC. 

Question: Do you think giving FSQC more flexibility in this area is a good thing? 

Response : 1 agree that flexibility in the designation process is valuable. FSOC is 
designed, in part, to identify risks to the financial stability of the country that could arise 
from the distress or failure of large interconnected bank and nonbank financial 
companies. Designating a nonbank financial institution for heightened prudential 
supervision is one of the tools FSQC has at its disposal. If an entity that has been 
designated through the SIFl process is able to reduce its size so its potential material 
financial distress would no longer threaten the financial stability of the U.S., then it 
would seem the system would be better off for it. These are complex issues, and I think 
the Council has been, and should remain very focused on them. 

Question: Would you say, in designating SIFIs, FSQC foeuses on an entity’s size or on its 
activities? 

Response : In making a determination that a nonhank financial institution poses a 
material threat to the financial .stability of the United States, the Council is bound by the 
statutory factors laid out in Section 1 13 of Dodd-Frank and the framework in the rule and 
guidance the Council promulgated after three rounds of public comment. Under the.se 
authorities, FSOC is required to consider an entity's size and its activities, as well as 
other factors in making this determination. In conducting this inquiry. I believe it is 
important to be data-driven and to conduct rigorous analysis throughout the process. 

Under the Dodd-Frank Act. if FSOC determines that a nonbank financial company’s 
material financial distress, or the nature, scope, size, scale, concentration, 
interconnectedness, or mix of the activities of the company, could pose a threat to U.S. 
financial stability. FSOC can designate the company for consolidated supervision by the 
Federal Reserve and enhanced prudential standards. Factors FSOC must consider 
include, among others, the company's leverage, size, interconnectedness, and existing 
regulatory scrutiny. 

In 2012. after soliciting public comment three separate times, FSOC published its final 
rule and interpretive guidance on nonbank designations. The guidance describes how 
FSOC intends to apply the statutory standards and considerations and lists examples of 
the types of metrics that FSOC would assess as part of its analysis. 
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Question: Have you heard concerns from stakeholders that FSOC is not looking at 
activities-based risk and is merely targeting entities based on size? What is your response 
to these concerns? 

Response: Although I am aware that some have expressed concern that FSOC is merely 
targeting entities based on size, I do not believe that is the case. As described above, the 
Council may only designate non-bank financial institutions for heightened prudential 
supervision if they meet the standards laid out under the relevant authorities, for which 
size is only one element. For example, in the first stage of the process described in the 
Council’s rule and guidance, FSOC applies six quantitative thresholds to a broad group of 
nonbank financial companies to identify a set of companies that merit further evaluation. 
The Council then proceeds to review existing public and regulatory information and 
information submitted by a company, and if the Council decides to evaluate the company 
further, it conducts a detailed, in-depth analysis that includes a review of confidential 
information provided by the company. In light of the nature, size, and complexity of 
companies under consideration and as directed by the Dodd-Frank Act, FSOC conducts 
its analysis on a company-by-company basis in order to take into account the potential 
risks and mitigating factors that are unique to each company. 

You sit on the FSOC with other Council members who seem to have more experience with 
prudential regulation than securities regulation. 

Question: Do you believe your colleagues on FSOC understand the inherent differences 
between securities and prudential regulation? 

Response: FSOC was specifically designed to bring together regulators from many 
different areas to broaden the perspective and expertise that can be brought to an issue. 
Those varied perspectives have been very helpful. Of course, the SEC is one of two 
capital markets regulators represented on the Council and does bring subject matter 
expertise to certain topics, like asset managers, that cannot, nor should be expected to, be 
replicated at other agencies. 

Question: As the primary securities regulator, do you believe your views with regard to 
non-banks are given added weight within the Council? 

Response: As required by the Dodd-Frank Act, FSOC consults with the primary 
financial regulatory agency, if any. for each nonbank financial company or subsidiary of 
a nonbank financial company that is being considered for designation, before FSOC 
makes any final designation, F’or example, for the three insurance companies that FSOC 
has designated, FSOC consulted with multiple state insurance regulators of the 
companies' insurance subsidiaries. 

Further, as a voting member of FSOC, 1 voice my views on these and other issues. As 
you arc aware, the Council is in the process of studying the activities and products of the 
asset management industry. In this effon 1 supported directing FSOC staff to undertake a 
focused analysis of industry-wide products and activities to assess any potential systemic 
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risks they may pose, and the SEC staff has been an active and key contributor throughout 
this ongoing process. As the Council’s work progresses, I expect that SEC staff will 
continue to be full contributors, bringing their professional expertise and knowledge of 
the law and the asset management industry to bear. 


Financial Stability Board 

You are a member of the global Financial Stability Board. I have heard concerns related 

to the Board about a lack of transparency, a lack of due process, and the potential for U.S. 

companies to be unfairly disadvantaged. 

Question: How do you respond to those concerns? 

Response: The FSB is a coordinating body aimed at promoting dialogue among national 
financial authorities and international standard setting bodies. In order to encourage open 
discussion about issues affecting financial stability, its committee meetings are restricted 
to member representatives and are confidential. Nevertheless, there are several 
mechanisms that provide transparency into the FSB's activities. For example, after each 
Plenary meeting, the FSB issues a press release to the public summarizing key issues 
discussed, and any decisions reached by members. In addition, twice a year the FSB 
Chair publishes his or her letter to the G-20 presidency outlining the FSB’s priorities and 
agenda. 

The FSB also publishes infomiation regarding individual initiatives. For example the 
FSB generally seeks feedback on its draft reports from the public and relevant 
stakeholders by issuing consultation drafts of reports mid-way through the lifecycle of a 
workstream. In addition, the FSB generally publishes the final reports of individual 
workstreams. 

With respect to due process, the FSB and its committees are governed by the FSB 
Charter, Articles of Association, and Procedural Guidelines, all of which are published on 
the FSB website. The Articles of Association make clear that no decision is binding on 
its members and that no member assumes any legal obligation by being an FSB member. 
Membership in the FSB thus does not constrain the SEC’s independence or appropriate 
exercise of its jurisdiction. No decision of the FSB is binding on the SEC, nor can the 
FSB cause the Commission to act in a manner contrary to its legal and policy 
frameworks. The FSB is an advi.sory entity and has no enforcement power over the 
policy recommendations it issues, which are implemented by individual FSB members at 
the discretion of the members. The FSB makes its decisions, including the publication of 
reports, via consensus. If there are concerns regarding a report or draft publieation, 
ineluding that it would be inconsistent with U.S. law or would disadvantage U.S. 
companies, several steps can be taken to address such concerns, including: (i) suggesting 
language changes to reports, including caveats and exceptions, that would seek to ensure 
that the report reflects the SEC’s position and is consistent with the SEC’s views on 
particular topics; and (ii) participating in meetings and calls with FSB members where 
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SEC staff clarifies the SEC’s position and requests that any relevant report aeeommodate 
this view and address eoneems raised. 

If necessary, the Commission can register an official objection with respect to a particular 
FSB publication. 

Question: How can the U.S. representatives on the Board better protect U.S. companies? 

Response: The SEC, the Federal Reserve Board, and U.S. Treasury are the U.S. 
representatives on the FSB, and 1, of course, can only speak on behalf of the SEC. 
Through the SEC’s participation in the FSB, SEC staff seeks to further the SEC's mission 
of maintaining fair, orderly, and efficient markets and facilitating capital formation. 1 
believe that by pursuing international activities that further these goals, we also can assist 
U.S. companies. For example, ongoing dialogue in the FSB and other international 
forums can assist the Commission with preventing or addressing gaps, duplication, and 
conflicts between U.S, and foreign regulations in the securities sector that may prohibit or 
limit U.S. financial firms’ and other companies' ability to operate or raise capital across 
borders, or increase costs for such companies operating in multiple jurisdictions. 

The FSB provides a forum where the SEC and other financial regulators can work 
together with other jurisdictions to foster an international regulatory structure that 
encourages global economic growth and innovation, while mitigating risk and 
maintaining the integrity of the financial markets. In addition, regular engagement with 
other regulators through the FSB and other international forums can facilitate the 
development of robust and effective foreign regulatory regimes that offer enhanced 
safeguards for U.S. companies seeking to invest and offer services abroad. At FSB 
meetings, authorities from jurisdictions across the world may di,scu,ss emerging rissks to 
the financial system, exchange views about issues of mutual concern, share best practices 
for addressing these issues, and at times, develop policy recommendations to assist 
jurisdictions seeking to develop or enhance their regulations in particular areas. SEC 
staff participation in FSB initiatives helps to ensure that any FSB policy 
recommendations related to the securities markets are informed by the SEC’s significant 
expertise and experience in regulating these markets, and that such recommendations are 
consistent with U.S. law. 

Question: How much influence do Board decisions have over FSQC decisions? 

Response: While the FSB and the FSOC are both focused on financial stability issues, 
their mandates and authorities are distinct. The FSB’s designation of a firm as a global 
systemically important financial institution (G-SIFI) does not have legal effect in the 
United States or any other country. In the United States, FSOC is the only entity that can 
designate nonbank financial companies for enhanced prudential standards and Federal 
Reserve supervision. FSOC designations can be made only pursuant to a super-majority 
vote of its 10 voting members based solely on the standards and processes set forth in 
U.S. federal law, after a robust analysis that reflects extensive interaction with the 
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company. FSOC is under no obligation to consider a firm identified by the FSB for 
designation. 


The SEC Small Business Advocate Act (H.R. 3784) 

In February, the House overwhelmingly passed the SEC Small Business Advocate Act 
(H.R. 3784). Despite the important role that small businesses play in driving economic 
growth and job creation in tbe United States, at times they are underrepresented and there 
are concerns they may not always be appropriately heard at the Commission. 

Question: Has the Commission heard these concerns that small businesses may be 
underrepresented in the regulatory process? 

Question: Do you believe the Commission could do more to encourage small business 
capital formation? 

Question: What type of reforms could the Commission pursue to improve the outcomes for 
small business? 

Response: The Commission is committed to fulfilling all aspects of its three-part 
mission, including, of course, facilitating capital formation. As the avenues for capital 
raising change and evolve, it is critical to be continuously looking at what is working, 
how capital formation by small and emerging companies may be improved, and how 
investors are faring and being protected in these new markets. 

The Commission endeavors to facilitate capital formation for small businesses and does 
so in a variety of ways. For example: 

• The Office of Small Business Policy within our Division of Corporation Finance 
responds personally and individually to anyone who calls or emails with a small- 
business related inquiry. In FY 2015 they responded to approximately 1,700 such 
inquiries. This office also provides interpretive advice on the SEC's website and 
participates in SEC rulemaking and other actions that affect small businesses. 

• The Office of Small Business Policy had primary responsibility for drafting the 
Regulation A and Regulation Crowdfunding rules that the Commission adopted in 
March 2015, and October 2015, respectively. The office carefully considered 
comments from the small business community as part of the rulemaking process. 

• The Office of Small Business Policy took the lead in preparing a report reviewing the 
accredited investor definition as it relates to natural persons to determine if the 
definition should be modified or adjusted for the protection of investors, in the public 
interest and in light of the economy. A provision of the Dodd-Frank Act requires the 
Commission to conduct this review every four years. The Commission published the 
report summarizing the staffs first review on December 18, 2015. Based on this 
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review, the staff is working to develop recommendations for the Commission for a 
rulemaking proposal. 

• The Commission’s Advisory Conunittee on Small and Emerging Companies helps to 
ensure that the views of small business owners, investors, and other stakeholders in 
this important segment of our economy are clearly heard at the SEC. In September 
2015, the Commission renewed the Committee for a new two-year term, and the 
Committee has already taken up some very important issues this year, including the 
accredited investor definition. The Office of Small Business Policy coordinates, and 
provides support for, the Advisory Committee’s activities. 

• The SEC also hosts an annual “SEC Government-Business Forum on Small Business 
Capital Formation.” Participants typically include small business officers, venture 
capitalists, government officiahs, trade association representatives, lawyers, 
accountants, academics and small business advocates. The Forum results in open and 
direct discussions that give the Commission critical insight into the impact of our 
rules on small businesses and on their efforts to raise capital. 

• The Office of Small Business Policy, along with the SEC’s Office of Minority and 
Women Inclusion, partnered with the U.S. Small Business Administration to jointly 
host events to inform small business owners and entrepreneurs about new options 
available for capital raising under the Jumpstart Our Business Startups Act. 

• Asa specific example of the Commission’s current efforts to facilitate capital 
formation for smaller companies while maintaining investor protections, in October 
2015 the Commission proposed changes to modernize Securities Act Rule 147 to help 
facilitate intrastate offerings. The proposal also would update Rule 504 of Regulation 
D to raise the offering cap from $1 million to $5 million in a twelve-month period and 
would make it consistent with other provisions of Regulation D by including a bad 
actor disqualification provision. In proposing these changes, the Commission took 
into consideration the concerns and observations of market participants, including 
those of the North American Securities Administrators Association and the SEC’s 
Advisory Committee on Small and Emerging Companies, as to the utility of the 
existing rules and the areas in which they could be updated. Another example is our 
work with the SROs to build a pilot program to widen the minimum quoting and 
trading increments - or tick sizes - for stocks of some smaller companies. The SEC 
plans to use the pilot program to assess whether wider tick sizes enhance the market 
quality of these stocks for the benefit of issuers and investors. 

• The Commission also makes continuous efforts to address areas of interest or concern 
for smaller companies, and we have a variety of mechanisms for doing so. For 
example, when engaging in rulemaking, the Commission generally considers whether 
rules should apply to smaller companies or entities in the same way as larger 
companies or entities, or whether an exemption, delayed implementation, or scaled 
requirements may be appropriate. 
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Liquidity Management Rule 

I understand that the SEC reeently voted to move forward with proposed rules related to 
liquidity risk-management for open-end funds, like mutual funds and exehange-traded 
funds (ETFs). While there have been a few examples of funds suspending redemptions or 
failing, these seem atypieal. I think the industry is generally in favor of establishing formal 
risk management proposals, but believes perhaps tbe SEC’s proposed rules go too far with 
regard to tbe proposed liquidity levels. 

Question: Wbat bas tbe Commission learned from tbe comments on tbis proposal? 

Response: The Commission and its staff are still in the process of evaluating the 
comments that were received on the liquidity-risk management proposal. 1 have been 
informed that a few general themes have become apparent. Many commenters 
recognized the benefits of requiring open-end funds to implement comprehensive 
liquidity-risk management programs, acknowledging the risks that may be posed by 
inadequate liquidity risk management practices by funds. Commenters generally 
weleomed Commission action in improving fund liquidity risk management practiees, 
considering that meeting redemption requests by open-end funds is a core concern of the 
Investment Company Act. However, many commenters argued that certain elements of 
the propo.sal, such as the proposal's liquidity classification framework and the three-day 
minimum liquidity requirement, may pose difficulties for funds and suggested that the 
Commission examine alternative approaches in these areas. Several commenters also 
acknowledged that swing pricing could be a worthy endeavor, since it holds the promise 
of a more equitable allocation of transaction costs, as well as the possibility of enhanced 
fund performance over the long term, although many also recognized the operational 
difficulties of implementing swing pricing in the near term. We are taking these 
comments very seriously and arc carefully considering how best to move forward with 
improvements to the regulation of open-end funds' liquidity practiees. 

Question: How will this proposal affect investors within these funds? Do you believe costs 
will increase for investors? 

Response : 1 believe that the liquidity-risk management proposal will provide a number 
of benefits to investors. These include elevating the overall quality of liquidity risk 
management across the fund industry, increasing transparency of liquidity risks and risk 
management practices, and mitigating potential dilution of existing shareholders' 
intere.sts. As part of every rulemaking process, w'e undertake a comprehensive evaluation 
of the costs and benefits of the rule. 1 recognize that the costs of any rulemaking may be 
borne, at least in part, by investors, and therefore we are careful to design any regulatory 
reforms with that in mind while also taking into account the benefits of the rule. Any 
final rulemaking will include a careful and comprehensive evaluation of these costs and 
benefits. 
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Market Volatility 

In August last year, the Dow briefly dropped by more than 1,000 points which triggered 
trading halts. In an ever connected world, global policies and economic slowdowns can 
affect U.S. markets dramatically. 

Question: Is the SEC actively looking at ways to further mitigate market volatility? 

Response: Yes. And I am committed to ensuring that the U.S. equity markets remain 
the most robust in the world. Commission staff has issued publicly detailed studies 
concerning the trading on August 24 and continues to analyze that event and other such 
periods of market volatility. The staff also continues to make progress on a 
recommendation to the Commission concerning an anti-disruptive trading rule that would 
address the use of aggressive, destabilizing trading strategies in vulnerable market 
conditions. Additionally, the Equity Market Structure Advisory Committee is 
considering market quality issues and recently received a report from one of its 
subcommittees highlighting potential recommendations concerning the Limit Up/Limit 
Down Plan (LULD), circuit breakers, and the market openings. 

The Commission recently approved the extension of the pilot period of the LULD Plan, 
which is designed to address extraordinary volatility. The extension of the pilot period of 
the plan will allow the plan participants to conduct further analysis regarding the 
operation of the plan, including how it operated during the market volatility on August 
24. In particular, the Commission understands the Participants are conducting additional 
reviews of certain aspects of the operation of the Plan and expects that the Participants 
will provide additional recommendations, as necessary, relating to: 

• Harmonization of the SRO clearly erroneous execution rules with the plan such 
that trades that occur within the LULD price bands would not be broken absent 
legitimate technical tailures; 

• Adju.stments to account for the particular trading characteristics of exchange 
traded products (ETPs); 

• Other changes deemed warranted in light of the market volatility on August 24, 
including the impact of double-wide price bands during the opening period, and 
the advisability of coordinated reopening procedures; and 

• Potential enhancements to the categorization of securities into different tiers. 

Question: Do you think these are mostly outlier events and do not indicate a widespread 
problem within U.S. markets? 

Response: The levels of volatility experienced by some ETPs and corporate stocks in the 
U.S. equity markets on Augu.st 24 have been rare. In recent years, the Commission and 
SROs have taken a variety of actions to help moderate volatility, including adopting the 
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LULD Plan, tightening the market-wide circuit breakers that apply to both the securities 
and futures markets, and adopting market access requirements to address the potential for 
erroneous orders that might lead to volatility events. We continue to consider initiatives 
to further optimize our market structure. 

Question: How can U.S. markets better respond to changes in global economic policies? 

Response: As noted above, the Commission and SROs have taken a variety of steps to 
moderate volatility in recent years and continue to assess steps that might further 
strengthen the stability and integrity of the U.S. markets, including in light of global 
economic policies. 

Question: Do you think all or only certain securities products are more susceptible to these 

market fluctuations than others? 

Response: The unusual levels of market volatility that occurred on May 6, 2010 in the 
equity markets, on October 15, 2014 in the U.S. Treasuries market, and August 24, 2015 
in the equity market affected a variety of different types of products, including corporate 
stocks, U.S. Treasury securities, and ETPs. In the two equities events, ETPs experienced 
higher levels of volatility than corporate stocks. The Commission staff continues to 
analyze market volatility in the context of different types of securities, including by 
reviewing responses to the Commission’s June 12, 2015 Request for Comment on 
Exchange Traded Products. Furthermore, the SROs are studying this issue in the context 
of the LULD Plan to assess whether specific provisions related to ETPs are necessary. 
Finally, as noted above, the Equity Market Structure Advisory Committee is also 
considering potential recommendations regarding market quality. 
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Municipal Securities 

The Commission has been espeeially aetive in the munieipal seeurities area since initiating 
the self-reporting program — the MCDC (Municipalities Continuing Disclosure 
Cooperation) Initiative. This is an almost S4 trillion market, often used by investors 
looking for safe investment and returns. 

Question: How much of a priority is it for the Commission to make sure these securities are 
a safe, high quality investment option for investors? 

Response : The municipal securities market is critical to building and maintaining the 
infrastructure of our nation. The Commission is committed to protecting investors in 
municipal securities and to maintaining a fair, orderly, and efficient municipal securities 
market through both regulatory and enforcement initiatives. Pursuant to Section 979 of 
the Dodd-Frank Act, the Commission established the Office of Municipal Securities 
(OMS), reporting directly to the Chair. One purpose for this legislative mandate was to 
focus attention on the significant municipal securities market. OMS is responsible for 
overseeing the municipal securities market to keep the Commission informed of current 
market issues, advising the Commission on policy matters relating to the municipal 
securities market, and providing technical assistance in the development and 
implementation of SEC initiatives in the municipal securities market. OMS also 
administers the Commission’s rules pertaining to municipal securities brokers and 
dealers, municipal advisors, investors in municipal securities, and municipal issuers, 
including implementing the rules governing municipal advisor registration with the 
Commission. Currently, over 650 municipal advisors have registered with the 
Commission and are subject to Commission examination and enforcement. OMS 
engages in oversight of the Municipal Securities Rulemaking Board (MSRB) and 
coordinates with the Board and its staff on rulemaking. 

The Commission has pursued over the past two decades a significant number of 
enforcement actions involving municipal securities. In addition, in 2010. the 
Enforcement Division established a specialized unit to investigate potential securities law 
violations involving municipal securities. Since that time, the staff in that unit has 
developed expertise associated with issues unique to the municipal securities market and 
has investigated matters that involve potential harm to investors in municipal securities, 
issuers, and taxpayers. For example, in 2014, the Commission instituted settled 
proceedings against 13 firms for improper sales of Puerto Rico bonds. The Commission 
found that these firms violated an MSRB investor protection rule that prevents the sate of 
higher risk municipal bonds in increments below a specified minimum. These specified 
minimums are set for bonds that have a higher default risk that may make the investments 
inappropriate for certain retail investors. In the first two quarters of 2016, the 
Commission has brought enforcement actions against three different municipal issuers, 
the City of Ramapo, New York, Westlands Water District, and the Rhode Island 
Commerce Corporation, involving alleged material misrepresentations or omissions in 
municipal disclosure documents, demonstrating the Commission's commitment to protect 
investors in this area. 
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Question: To what extent is the underwriter responsible for making sure the financial 
disclosures that accompany muni offerings are accurate? 

Response: In light of the national scope of the municipal securities market and its 
importance to the economy and state and local governments, there is an overriding 
federal interest in assuring that there is adequate disclosure of all material information by 
issuers of municipal securities. The antifraud provisions of the federal securities laws 
prohibit any person, including issuers and underwriters, from making any untrue 
statement of material fact, or omitting any material facts necessary to make statements 
made, in the light of the circumstances under which they were made, not misleading, in 
connection with the offer, purchase, or sale of any .security, including municipal 
securities. The Commission has emphasized through interpretive guidance and its 
enforcement program the duty of underwriters to the investing publie, under the antifraud 
provisions of the federal securities laws, to have a reasonable basis for recommending 
any municipal securities. An underwriter’s responsibility in fulfilling that obligation is to 
review in a professional manner the accuracy of statements made in connection with the 
offering. In addition, underwriters are subject to rules adopted by the Commission and 
the MSRB, including those rules adopted to define and prevent fraud. 

Question: Do you believe SEC actions arc encouraging a more thorough review of 
disclosure documents prior to muni offerings? 

Response: I believe that recent SEC enforcement actions involving violations of the 
antifraud provisions by municipal issuers have raised awareness about the need for 
accurate disclosures in municipal offerings and are encouraging more thorough review of 
those disclosures. For example, market participants have reported that the Municipalities 
Continuing Disclosure Cooperation (MCDC) Initiative has resulted in a significant 
change among issuers and underwriters with regard to the need to accurately disclose 
material failures to comply with prior continuing disclosure undertakings. SEC staff has 
heard anecdotally from underwriters that, as a result of the attention, market participants 
are now keenly aware of the issue and it has become standard practice to affirmatively 
consider whether disclosure is neces.sary. Indeed, a recent media report of a study 
conducted by the National Federation of Municipal Analysts indicated that, in a poll of 
200 member analysts, participants agreed that disclosure has improved dramatieally, in 
part as a result of MCDC.' Similarly, recent actions involving the Town of Ramapo. NY . 
Rhode Island Commerce Corporation . Westlands Wate r District . City of Harvey, Illinois , 
and City of Allen Park. Michigan have each involved alleged material misrepresentations 
or omissions in offering documents by municipal issuers and issuer officials, in various 
factual contexts. Those matters were widely reported in national and industry 
publications and have brought much needed attention to the obligations of those parties. 


See Jack Casey, MCDC Has Improved Disclosure Bui Issues Remain, The Bond Buyer, April 22, 2016. 
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Question: What, if any, are your concerns going forward in this area? 

Response : As you know, despite its size and importance, the municipal securities market 
has not been subject to the same level of regulation as other sectors of the U.S. capital 
markets. With respect to disclosure, municipal securities are exempt from certain 
registration and reporting provisions of the Securities Act and the Exchange Act. In the 
absence of a statutory scheme for municipal securities registration and reporting, the 
Commission's investor protection efforts in the municipal securities market have been 
accomplished primarily through regulation of broker-dealers and municipal securities 
dealers, including through Exchange Act Rule 15c2-12, Commission interpretations, 
enforcement of the antifraud provisions of the federal securities laws, and Commission 
oversight of the MSRB. In the Commission's 2012 Report on the Municipal Securities 
Market, the Commission made several recommendations on two key areas of concern in 
the mimicipal securities market: disclosure and market structure. With respect to 
disclosure, the Report identified the timeliness of financial information in primary 
offerings of municipal securities and on an ongoing basis as areas of concern. With 
respect to market structure, the Report noted that the municipal market is relatively 
opaque and illiquid, with substantially less price transparency than the equities market, 
particularly on a pre-trade basis. Price transparency is vital for assuring that markets are 
fair and efficient and providing meaning to fair pricing and best execution obligations. 


Puerto Rico 

Creditors purchased Puerto Rican debt with the expectation that this debt was precluded 
from Chapter 9 bankruptcy authority. 

Question: If the terms of Puerto Rico’s debt are changed ex-post, could that also change the 
expectation of other States and their creditors? 

Response: Under current federal law. as 1 understand it. state governments are not 
permitted to use the federal bankruptcy regime to restructure their debts due to the 
prohibition against state governments impairing the obligation of contracts under the 
contracts clause of the U.S. Constitution. Only municipalities may voluntarily file 
petitions under the existing federal bankruptcy regime. Chapter 9 of the U.S. Bankruptcy 
Code. 

Question: Do you believe this would create an undesirable precedent within this market? 

Response: Chapter 9 of the U.S. Bankruptcy Code provides a process for a financially- 
distressed municipality to obtain protection from its creditors while it develops and 
negotiates a plan to adjust its debts. In order to access this federal bankruptcy regime, a 
municipality mu.st be specifically authorized to file a petition for bankraptcy under State 
law. The municipal securities market is large and extremely diverse. For example, 
issuers of municipal securities include States, their political subdivisions (such as cities, 
towns, counties and school districts), and their instrumentalities (such as housing. 
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healthcare, airport, port, and economic development authorities and agencies). State and 
local laws, including State constitutions, statutes, city and county charters, and municipal 
codes govern these public bodies and States have taken different approaches on whether 
to allow municipalities to file for Chapter 9 relief. Once a municipality has filed a 
bankruptcy petition, the municipality typically negotiates with its creditors to draft a plan 
to adjust its debts. Ultimately, a federal bankruptcy court must approve the adjustment 
plan. As demonstrated by the recent bankruptcy cases of Detroit, Michigan and Jefferson 
County, Alabama, the final adjustment plan will vary depending on the outcome of the 
negotiations with creditors. 

Oue.stion: How important are settled expectations in the municipal market? 

Response: Historically, municipal securities have had significantly lower rates of default 
than corporate and foreign government bonds. Although relatively rare, municipal 
bankruptcies can occur, but the number of municipalities that have filed for bankruptcy 
protection pursuant to Chapter 9 of the U.S. Bankruptcy Code remains low due in part, I 
believe, to the negative reputational risk and cost associated with entering into 
bankruptcy. Financially distressed municipal issuers typically will seek other 
mechanisms to restructure its debt and only turn to Chapter 9 as a last resort. If a 
municipality files for bankruptcy protection pursuant to Chapter 9, it still must develop 
and negotiate a plan to adjust its debts. Investor expectations can be best established 
through robust disclosure, both in connection with the initial offering and on a continuing 
post-issuance basis. 


Standards for Covered Clearing Agencies 

In March 2014, the SEC put forth a proposed rule on Standards for Covered Clearing 
Agencies (Release No. 34-71699). This rule implements the Principles for Financial Market 
Infrastructure, or PFMIs, that were first published by CPMI-IOSCO in 2012. 

Question: How much progress has the SEC made in finalizing the rulemaking establishing 
standards for the operation and governance of registered clearing agencies? 

Question: When will the rule be finalized? 

Question: Absent a final rule, will the European Commission move forward in deeming the 
SEC's regulatory regime for clearing agencies equivalent, as it has recently done for the 
CFTC? 

Question: Is the SEC working with the European Commission to deem the U.S. system 
equivalent? 

Question: As new European capital requirements begin phasing in this summer, will it 
increase the costs of participating in jurisdictions that have not been deemed equivalent? 
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Question: What are the potential impacts on liquidity and costs for foreign investors in 
these domestic markets if European member institutions exit the clearinghouses? 

Response: The CCA Proposal, which would impose new standards for the operation and 
governance for certain types of registered clearing agencies that operate as eentral 
eounterparties (CCPs), is an important set of proposals given the central role CCPs play 
in the securities markets. As such, the adoption of the CCA Proposal is one of the 
Commission’s highest priority rulemaking initiatives for 20 1 6, and Commission staff is 
working expeditiously to deliver a final recommendation for the Commission to eonsider. 

Additionally, Commission staff continues to be actively engaged in discussions with staff 
from the European Commission with respect to an equivalence decision and are focused 
on reaching a positive outcome. The European Commission recently extended its 
deadline to December 16, 2016, Commission staff believes this extension should assist 
the Commission staff and staff of the European Commission and the European Seeurities 
and Markets Authority (collectively EU Authorities) to reach a positive outcome 
concerning the equivalence negotiations. If the EU Authorities do not grant an 
equivalence decision and disposition by December 16, 2016, or if they do not extend the 
deadline beyond that date, U.S. clearing agencies operating as CCPs would be prohibited 
from providing clearing services to EU entities. In addition, U.S. clearing ageneies 
operating as CCPs would not be deemed a qualifying central eounterparty (QCCP) under 
EU regulations, and those EU entities that are participants of U.S. clearing agencies 
through U.S.-based subsidiaries (e.g.. broker-dealers) would face higher capital charges 
that could deter ongoing economically viable access to the U.S, clearing agency. In 
response, EU entities may choose to move their clearing activity to other CCPs, including 
non-U. S, clearing agencies, that may clear the same, or competing, financial products. 

The decision to impose higher costs on those EU entities participating in non-EU CCPs in 
ajurisdiction that has not been deemed equivalent by the European Commission is with 
the EU Authorities, In discussions with staff from the European Commission, 
Commission .staff has emphasized the importance of avoiding any market disruption, 
including the possibility of imposing higher capital costs for clearing activity at U.S. 
clearing ageneies that operate as CCPs. Commission staff remains constructively and 
actively engaged in ensuring that discussions with the European Commission on 
equivalence negotiations reach a positive outcome with legal certainty and no market 
disruption. 
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Investment Company Reporting Modernization 

In May 2015, the SEC put forth a proposed rule, the Investment Company Reporting 
Modernization (Rule 30e-3), regarding delivery of semi-annual mutual fund investment 
reports from paper to electronic. 

Question: When will the rule he finalized? 

Response: The comment period for the proposed rule initially closed on August 1 1 , 
2015. The Commission reopened the comment period in connection with its proposed 
rules concerning liquidity risk management and swing pricing, and it closed again on 
January 13, 2016. The Commission received a number of comment letters discussing the 
aspect of the proposal that would permit funds to satisfy their requirements under the 
Investment Company Act and the rules thereunder to transmit periodic reports to their 
shareholders if the funds make the reports and certain other materials publicly accessible 
on a website. Although 1 am not able to specify a timetable, the staff is actively working 
to develop recommendations for the Commission’s consideration in 2016. 

Question: How will the rule ensure investors have the option to choose to receive reports 
either hy paper or c-statcments? 

Response: The Investment Company Act and rules thereunder require funds to transmit 
shareholder reports to their investors at least semi-annually within 60 days after the close 
of the period for which such report is made.^ Historically, these reports have been 
printed or mailed to shareholders. However, under the Commission's existing guidance 
on electronic delivery, funds may transmit documents electronically provided a number 
of conditions related to shareholder notice, access, and evidence of delivery are met.^ 

In the proposing release, the Commission recognized that some investors prefer to 
receive paper shareholder reports and, under the proposed rule, those investors would be 
able make to an election at any time to continue to receive all of their reports in paper as 
they do today. Specifically, the rule as proposed includes a number of safeguards for 
investors who wish to continue to receive shareholder reports in paper. For example, 
under the proposal, a fund would be required to transmit a separate written initial 
statement at least 60 days before it relied on the proposed rule with respect to an investor. 
In addition to this initial statement, the fund would be required to send investors written 
notices each time a new shareholder report is made available. These periodic notices 
would not only alert investors to the electronic availability of a particular report, but also 
inform investors how they can receive paper shareholder reports in the future. In both the 
initial statement and the ongoing notices, the fund would be required to make available, 
in addition to the pre-addressed. postage-paid reply card, a toll-free telephone number, 
and the shareholder could use either of those two methods to express his or her 


- See Section 30(e) of the Investment Company Act [15 U.S.C. 80a-29(e)]; rule 30e-]: rule 30e-2. 

’’ See generally Use of Electronic Media for Delivery Purposes. Investment Company Act Release No. 21399 (Oct. 
6, 1995) [60 FR 52458 (Oct. 13, 1995)]. 
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preference for paper reports in the future. Under the proposal, a shareholder can request 
paper copies of individual shareholder reports from the fund at any time, and the fund 
would be required, as a condition to reliance on the proposed rule, to send the shareholder 
reports, at no cost to the requestor and by U.S. first class mail or other reasonably prompt 
means. 

Question: Do you expect the rule to save inve.stnient companies resources in this area? Do 

you have an estimate of how much? 

Response: The Commission analyzed the expected benefits and costs of the proposed 
rule prior to issuing the proposal. The Commission's analysis is excerpted and attached as 
Exhibit A. As noted in Exhibit A, “[ajlthough the proposed mle would not have a 
significant effect, if any, on the expenses associated with the preparation of reports, the 
Commission expects that the expenses associated with printing and mailing of 
shareholder reports w'ould be substantially reduced if the rule is adopted.” The staff is 
carefully reviewing comments received on the proposed mle, including comments on the 
analysis of benefits and costs. 
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Questions for the Record Submitted by Congressman Steve Womack 
National Market Systems (NMS) Plans 

U.S. equity markets have evolved significantly since the implementation of the existing 
regulatory framework, principally the amendments made to the Securities Exchange Act 
(1975) and introduction of Regulation NMS (2005). There are potential changes to be 
addresses with regard to the governanee of NMS Plans. 

Chair White, as you are aware. Section llA of the Securities Exchange Act of 1934 
("Exchange Act") provides the authority for self-regulatory organizations ("SROs") to 
establish National Market System Plans ("NMS Plans"). Rule 608 of Regulation NMS 
under the Exchange Act sets for the SEC's process for approving NMS Plans. Neither 
Seetion 11 A nor Rule 608 prohibits the inclusion of industry participants (i.e., broker- 
dealers and asset managers) from having voting rights in the governance of NMS Plans. In 
fact. Section 6 of the Exchange Act specifically requires the SROs to include industry 
participants as voting members in their own governance. 

Question: In light of those factors, and assuming that any ancillary jurisdiction issues were 
addressed, does the SEC currently have the legal authority to approve the addition of 
industry participants as voting participants in the governance of NMS Plans? 

Resnonse : The Commission has existing authority to take action in this area. Section 
1 1 A of the Securities Exchange Act of 1934 (Act)' directs the Commission to facilitate 
the establishment of a national market system for securities. In so doing, the 
Commission, by rule or order, may authorize or require the SROs to act jointly with 
respect to matters as to which they share authority in planning, developing, operating, or 
regulating the national market system or facility thereof.^ Pursuant to Rule 608 under 
Regulation NMS,’ the Commission may authorize any two or more SROs, acting jointly, 
to file an NMS plan with respect to the operation of a national market subsystem or 
facility. 

NMS plan governance is one of the many important topics the Commission currently is 
assessing as part of its broad-based review of equity market structure. As part of this 
review, the Equity Market Structure Advisory Committee is studying a number of 
recommendations relating to trading venues regulation. At its upcoming July 8, 2016 
telephonic meeting, that committee is scheduled to consider, among other things, specific 
recommendations concerning the rule of advisory committees in NMS plans. NMS plans 
serve important regulatory purposes, such as ensuring that accurate and reliable 
consolidated market data is widely available to investors, that our markets have robust 
mechanisms to protect against excessive volatility, and that SROs can effectively surveil 


15 U.S,C.78k-l. 


" See Section 1 1 A(a)(J)(B) of the Act. 
’ 1 7 CFR 242,608. 
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the markets. At the same time, I recognize the importance of incorporating the views of 
broker-dealers and other stakeholders in the operation of an NMS plan at an early stage 
of the decision-making process. Early stage engagement may, among other things, 
enhance the quality of the proposals developed by the NMS plans as well as facilitate 
more swift adoption and implementation. Accordingly, enhancements to the governance 
of NMS plans designed to ensure that the views of key stakeholders are taken into 
account deserve serious consideration. 
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Questions for the Record Submitted by Congresswoman Jaime Herrera 

Beutler 


Rulemakings 

Chair White, I understand your agency has completed sixty-one mandatory rulemakings as 
required by Dodd-Frank with remaining mandatory rulemakings left outstanding. By 
some estimates you have approximately 30% of the remaining mandatory rulemakings left 
outstanding. You reeently mentioned that it was your intention to complete much of the 
outstanding mandatory rulemakings, especially those in Title VII, this year. As you know, 
in addition to its mandatory obligations. Congress also gave the Commission authority to 
engage in a variety of other rulemakings. During our hearing you mentioned your personal 
belief that one such authority the Commission should pursue is the creation of a unified 
fiduciary rule under section 913 of the law. 

Question: Are there any other specific authorities given to the SEC by Dodd-Frank that 
you believe the Commission should be acting on as it works to complete its Dodd-Frank 
work? If so, please outline them for us and explain how you intend to complete them in 
conjunction with the Commission’s intention to complete its mandatory rulemakings. 

Response : The Commission has taken action to address virtually all of the mandatory 
rulemaking provisions of the Dodd-Frank Act, and will continue in 2016 to work towards 
completing its remaining mandates. Of particular focus and priority will be to finalize 
the remaining security-based swap rules required of the SEC by Title VII of the Dodd- 
Frank Act, Toward that end, in February the Commission adopted the last set of rules for 
cross-border dealer activity. Likewise, in April we finalized rules implementing a 
eomprehensive set of business conduct standards and chief compliance officer 
requirements for security-based swap dealers and major security-based swap participants. 
Beyond Title VII, the Commission has proposed the full suite of rules regarding 
executive compensation practices mandated by the Dodd-Frank Act. SEC staff also is 
considering recommending that the Commission re-propose a rule under the Securities 
Act to implement the prohibition under section 621 of the Dodd-Frank Act on material 
conflicts of interest in connection with certain asset-backed securities transactions. 

The Commission also has exercised its discretionary rulemaking authority under Dodd- 
Frank in a number of important areas. To date, the SEC has adopted rules under about a 
dozen of the approximately 40 provisions in the Dodd-Frank Act that give the 
Commission discretionary rulemaking authority. In addition, as reflected in the SEC's 
Regulatory Flexibility Act agenda, the Commission has proposed rules under three 
provisions that relate to establishing segregation requirements for security-based swap 
dealers and major security-based swap participants. SEC staff also is working on a 
recommendation related to the discretionary rulemaking provisions in the Dodd-Frank 
Act that authorize the SEC to establi.sh a uniform fiduciary standard of conduct for 
broker-dealers and investment advisers when providing personalized investment adviee 
about seeurities to retail customers. 
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Questions for the Record Submitted by Congressman Mark Amodei 

lEX 

lEX is currently an SEC-registered “Alternative Trading System” - i.c., an electronic 
trading platform that is not a registered stock exchange. SEC rules limit the daily volume 
of an ATS. Because ATS offers a platform where “buy side” investors like mutual funds 
and pension funds can trade without interference from certain predatory high frequency 
traders (“HFTs”), ATS has grown rapidly. lEX needs to become an Exchange in order to 
continue to grow. Their application has been pending before the SEC since September due 
to opposition from some of the HFT firms and the established Exchanges that are 
dependent on HFTs. The deadline on the applieation has been extended twice. 

lEX's exchange application has now been pending since September of last year, and the 
time for action was extended once again to June of this year. 

Question: Are you committed to taking final action by this new deadline? 


Response: On June 17, 2016, the Commission approved Investors' Exchange LLC's 
application to register as a national securities exchange. 
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Questions for the Record Submitted by Ranking Member Jose E. Serrano 

Information Technology 

Question: How do these technological improvements that you are requesting funding for 
help your staff spot possible misconduct and trends that might he devastating for the 
economy? 

Response: The technology improvements we hope to implement in FY 20 1 7 should help 
Commission staff to identify possible misconduct and trends in a number of ways across 
the Commission. The SEC will continue to expand its data analytic tools to better 
integrate and analyze huge volumes of financial market data, employing algorithms and 
quantitative models that can lead to earlier detection of fraud or suspicious behavior. 

SEC staff has begun to use data analytics (including pattern recognition) tools to detect 
potential fraudulent or manipulative trading, identify financial statement outliers or 
unusual trends indicative of possible accounting fraud, discover possible money 
laundering, sift through massive volumes of trading data to detect suspicious trading 
patterns, and flag higher risk registrants for examination prioritization. This enables the 
agency to allocate its resources more effectively. Some of the technology projects being 
employed for these purposes are set out below. 

Investments in new and expansion of existing technologies which will allow the Division 
of Enforcement (ENF) to keep pace with the market, and better enable ENF to identify 
potential misconduct include: 

• The Enterprise Data Analytics Platform (EDAP) — a centralized analytics 
platform, which integrates multiple data sources and allows for cross-data 
search and analysis to more proactively identify potential wrongdoing. The 
tool has already proven useful in insider trading, Microcap Fraud, and 
collections investigations, and the SEC is seeking funding in FY 2017 to 
expand the use of this tool for these and other types of investigations. 

• Enhancement and integration of ARTEMIS and RedTiger. Both systems have 
proven highly effective in advancing Enforcement Division trading 
investigations: extending and integrating the two systems will enhance 
investigative capabilities of ENF staff 

The Office of Compliance Inspections and Examinations (OCIE) technology 
improvements directly relate to assisting examiners in identifying potential misconduct as 
well as industry trends and emerging fraud risks. For FY 201 7, these include: 

• Modernizing TRENDS, the primary business systems that track our 
examination work, will help improve the way in which the SEC tracks 
examination results including the identification of findings and emerging 
issues. 
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• The Visual Analytics and Dashboard for Registrants (VADR) tool, which will 
provide the examination staff with a more comprehensive understanding of 
the registrant’s business attributes through the collection and aggregation of 
regulatory filings. VADR will include analytics such as risk models, text 
analytics, and data visualizations. 

• Implementing the High-Frequency Analytics Lab (HAL) will advance the 
Commission’s capabilities in high-frequency trading examinations and 
oversight. HAL will produce reports and visualizations (e.g.. Profit and Loss 
analysis, liquidity provisions, and message traffic) to help identify registrants 
engaging in potentially unfair market practices. 

• The National Exam AnahTics Tool (NEAT) automates the review of registrant 
trade blotters. This tool generates reports by compliance area (e.g., insider 
trading, churning, front-running, etc.). Future versions will continue to add 
enhancements, as well as create a new module for Anti-Money Laundering. 

• Deployment of an improved asset verification tool to support the Asset 
Verification reconciliation process and to enhance examination efficiency. As 
of March 2016, the Asset Verification team has .supported 240 exams in the 
review of over 336,000 accounts with total assets valued at $647B USD. 

• The Technology Controls Program (TCP), enabling OCIE’s examiner staff 
through new equipment and dashboard technology that displays and combines 
key risk data associated with registrants and our examination findings. 

The Division of Economic and Risk Analysis (DERA) risk analytics programs also 
benefit from technologies that can deliver more, higher-quality data in a timelier 
manner. These programs include: 

• The Investment Company Risk Assessment tool, which is DERA's newest 
tool. This tool seeks to detect anomalous investment company characteristics 
and activities that are most related to an increased likelihood of violations of 
the federal securities laws. DERA is working with Enforcement .staff to use 
the tool to detect possible misconduct (e.g., dividend juicing and closet 
indexing). 

• The Corporate Issuer Risk Assessment tool, which was developed in 
collaboration with Enforcement staff to help detect financial reporting 
irregularities that may indicate potential fraud. The tool includes over 200 
custom metrics that help the Enforcement Fraud Group and disclosure 
reviewers in the Division of Corporation Finance assess the risks associated 
with corporate issuers’ financial reporting and disclosures. 

• The Broker-Dealer Risk Assessment tool, which w'as developed in close 
connection with OCIE staff to help prioritize inspections and to help direct 
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examiners’ attention during inspections. The model detects outlier activities 
or certain changes over time at a broker-dealer relative to its peers. It is fully 
integrated into OCIE’s exam planning process. 

Question: Please give us an update on tvww.SEC.gov . 

Response: The SEC.gov modernization effort is expected to be completed in calendar 
year 2018. All web publishing will be consolidated onto a modernized platform, greatly- 
expanding service to the public and the marketplace. After the modernization is 
complete, as with all large web platforms, additional development as appropriate will 
help to ensure that SEC.gov can continue to meet public demand and comply with federal 
requirements. 


Question: How much traffic docs the SEC website have per day in comparison to other 
popular websites, such as www . weather.com ? Who are the users of the site and what 
information are they looking for on it? 

Response: The demand for the information on SEC.gov continues to increase, with 6.83 
billion page views in 2015, a 43% increase from 2014. In February 2016 alone, the SEC 
received 651 million page views. Page views represent users actually viewing webpages 
or documents on S EC.gov to get to information. 

Users most frequently come to sec.gov for EDGAR, the lAPD Investment Adviser 
database, litigation releases and news releases. 

Question: What is the status of the Enterprise Data Warehouse platform? 

Response: The SEC's Enterprise Data Warehouse (EDW) was implemented in 2014 
with the goal of creating a secure platform for big data analytics while promoting data 
sharing across offices. It is fully functional and currently supports all of the SEC’s 
analyses of very large data sets. , 

As the current Enterprise Data Warehouse nears its end of vendor support in 2017. the 
SEC is actively investigating a hybrid solution that combines on-premises and cloud 
processing to build a cost-cffcctive next generation Enterprise Data Warehouse that is 
both powerful and scalable to meet the agency’s growing need for big data storage and 
analytics. 

Question: What are the enhancements you’re planning to make to the Tips, Complaints 
and Referral System (TCR)? 

Response: The TCR system is undergoing a modernization effort to improve the user 
experience in the submission of TCRs, enhance search capabilities across SEC 
information systems, and update the system to an out-of-the-box IT platform that will 
make future enhancements easier to implement. These improvements will ultimately 
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allow SEC investigators and examiners the capability to cross reference more information 
systems during the various phases of a TCR’s lifecycle, allowing for a more informed 
triaging of an alleged wrongdoing, a deeper examination of matters under investigation, 
and a more accurate disposition overall. Additionally, the modernized system will enable 
analytic capability to help Commission staff better assess trends, emerging risks, and 
threats of market misconduct. We will continue to improve the search capabilities of 
information from within and around the TCR system to provide more complete results 
with a less labor-intensive website, leading to the continued ability to properly handle the 
growing number of TCR leads. 


Annual and Semi-Annual Statement Notification 

Question: Regarding the recently proposed rule to allow registered investment funds to 
change how their shareholders receive annual and semi-annual statements; what has been 
the response to this proposal and what impact do you think this will have on shareholders? 

Response: The Commission and its staff are still in the process of evaluating the 
comments that were received on the investment company reporting modernization rule 
proposal. A few general themes have emerged from the comments. Many commenters 
supported the proposal, highlighting, for example, the disclosure benefits to investors, the 
rule's consistency with Internet usage trends and the reduction in printing and mailing 
costs that accrue to investors. However, the Commission also received a number of 
comment letters opposing this aspect of the proposal. Many commenters, for example, 
expressed concern regarding Internet aecess and use by certain demographic groups and 
on the change to the current framework that would require investors to opt-out to receive 
paper reports. The staff is evaluating these eomments and developing a recommendation 
for Commission consideration. 
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Questions for the Record Submitted by Congressman Mike Quigley 

XBRL (Structured Data Formats for Public Company Disclosures) 

Chairwoman White, an item I have focused on for some time has been the SEC’s efforts to 
embrace structured data. Structured data, such as XBRL, allow investors to make better 
decisions, allow markets to more quickly digest information, and let smaller public 
companies reach a broader range of investors. 

The SEC currently requires companies to submit two versions of every financial statement 
-once as searchable XBRL data and again as an old-fashioned, non-searchable document. 

We have been told that SEC staff is working on a proposal to move to the "inline XBRL” 
format; a format that is both human-readable and machine-readable. This would allow 
companies to submit just one version of each financial statement. I believe that this change 
could improve the data quality for investors and also reduce compliance costs for 
companies. 

Question: Do you intend to submit this proposal to the Commission for formal approval? 

Response: The Commission recently issued an order to allow filers to voluntarily file 
financial statement data currently required in XBRL data inline as part of their core 
filings, rather than filing XBRL data in an exhibit. The staff is also finalizing 
recommendations for the Commission’s consideration for a proposal to require filers to 
submit their financial statement data using inline XBRL. Use of an inline format has the 
potential to improve the quality of structured disclosures and ease filer burden. It may 
also facilitate review of XBRL data by SEC staff, preparers, and investors by enhancing 
the ability to view XBRL-enabled analytics and rendered XBRL data within the core 
filing. Any rule changes undertaken by the Commission as a result of the staffs 
recommendations would be subject to the notice and comment rulemaking process of the 
Administrative Procedure Act. 

Question: If so, can you tell me when the Commissioners will have a chance to consider this 
proposal? 

Response: 1 am not able to provide a specific timeframe for the Commission’s 
consideration of the proposal, given the need to balance the time and workload demands 
related to XBRL amendments with the other rulemaking work that the Commission is 
undertaking. As you know, the Commission has included proposed XBRL amendments 
on its most recent Reg. Flex agenda, which reflects those items that the Commission 
expects to accomplish during the next 1 2 months. 
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SEC Small Business Advocate Act 

Chairwoman White, 1 want to discuss an important issue that Chairman Crenshaw 
touched upon earlier, and it’s the need for regulators to take the concerns of small 
businesses seriously and to make small business growth a top priority. 

Small businesses and small business investors were not tbe cause of tbe financial crisis and 
do not pose a significant risk to the rest of the economy. Therefore, they should not be 
treated as such. 

That’s why I was proud to co-author the SEC Small Business Advocate Act, and co-lead 
the bill along with Chairman Crenshaw. This legislation will not only improve the 
regulatory process for small business owners, but also for the everyday investors and 
consumers that depend on them. 

In February, the House passed the bill by voice vote. 

Question: Clearly, there is broad bipartisan support for designating a Small Business 
Advocate at the SEC. Is this something that the Commission has considered implementing 
on its own? 

Response: We have not, given our dedicated Office of Small Business Policy, which I 
describe below, and the input we receive from our advisory committee and other small 
business constituents. Small businesses play a crucial role in the growth of our nation’s 
economy and the creation of new jobs. At the Commission, we are constantly working to 
facilitate capital formation and to ensure that the views of small business owners, 
investors, and other stakeholders in this business community arc clearly heard at the 
Commission. The Commission has an Office of Small Business Policy within our 
Division of Corporation Finance. Since formation of this office several decades ago, 
staff has worked diligently to help address the capital-raising needs of small businesses, 
as well as the disclosure needs of small business investors. Examples of the work 
performed by the Office of Small Business Policy include the following: 

• The Office of Small Business Policy responds personally and individually to anyone 
who calls or emails with a small-business related inquiry. In FY 2015, they 
responded to approximately 1,700 such inquiries. This office also provides 
interpretive advice on the SEC's website and participates in SEC rulemaking and 
other actions that affect small businesses. 

• The Office of Small Business Policy had primary responsibility for drafting the 
Regulation A and Regulation Crowdfunding rules that the Commission adopted in 
March 2015, and October 2015, respectively. The office carefully considered 
comments from the small business community as part of the rulemaking process. 

• The Office of Small Business Policy took the lead in preparing a report reviewing the 
accredited investor definition as it relates to natural persons to determine if the 


31 



296 


definition should be modified or adjusted for the protection of investors, in the public 
interest and in light of the economy. A provision of the Dodd-Frank Act requires the 
Commission to conduct this review every four years. ITie Commission published the 
report summarizing the staff s first review on December 1 8, 2015. Based on the 
review, the staff is working to develop recommendations for a rule proposal for the 
Commission’s consideration. 

• The Commission’s Advisory Committee on Small and Emerging Companies, which 
the Commission this year renewed for a two-year term, and the Annual Government- 
Business Forum on Small Business Capital Formation, provide valuable input to the 
Commission regarding areas of interest and concern for smaller companies. The 
Office of Small Business Policy coordinates, and provides support for, the Advisory 
Committee’s activities, 

• The Office of Small Business Policy, along with the SEC’s Office of Minority and 
Women Inclusion, partnered with the U.S. Small Business Administration to jointly 
host events to inform small business owners and entrepreneurs about new' options 
available for capital raising under the Jumpstart Our Business Startups Act. 

• As an e.xample of the Commission's current efforts to facilitate capital formation for 
smaller companies while maintaining investor protections, in October 2015 the 
Commission proposed changes to modernize Securities Act Rule 147 to help facilitate 
intrastate otTerings. The proposal also would update Rule 504 of Regulation D to 
raise the offering cap from $1 million to $5 million in a twelve-month period and 
would make it consistent with other provisions of Regulation D by including a bad 
actor disqualification provision. In proposing these changes, which were not 
mandated by Congress, the Commission took into consideration the concerns and 
observations of market participants, including those of the North American Securities 
Administrators Association and the SF.C’s Advi.sory Committee on Small and 
Emerging Companies, as to the utility of the existing rules and the areas in which they 
could be updated. Another example is our work with the SROs to build a pilot 
program to widen the minimum quoting and trading increments - or tick sizes - for 
stocks of some smaller companies. The SEC plans to use the pilot program to assess 
whether wider tick sizes enhance the market quality of these stocks for the benefit of 
issuers and investors. 

• We also make continuous efforts to address areas of interest or concern for smaller 
companies, and we have a variety of mechanisms for doing so. For example, when 
engaging in ralemaking, we generally consider whether rules should apply to smaller 
companies or entities in the same way as larger companies or entities, or whether an 
exemption, delayed implementation, or scaled requirements may be appropriate. 

In considering whether the Commission should have a separate office of a Small 
Business Advocate, 1 think it is important to consider carefully the full range of potential 
benefits and impacts. For example, while the intent behind creating a new', standalone 
office would be to bring additional focus to matters of importance to small businesses, it 
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has the potential to fragment the consideration of some small business issues away from 
the divisions and offices that are charged with writing, reviewing, and providing 
interpretive guidanee on a wide variety of our rules. It could also be duplicative of 
offices and programs that already exist. 


Question: In your opinion, what else should w'e be doing to mitigate systemic risk within 
the derivatives market? 


Response: As you know, the Dodd-Frank Act gave the Commission and the CFTC, and 
the federal banking regulators, new responsibilities for, among other things, over-the- 
counter derivatives. I’hese include measures designed in part to promote financial 
stability and strengthen our financial system. Tackling systemic risk in most areas, of 
course, requires a broader program beyond any particular agency’s jurisdiction and 
authority as risks that could cascade through our financial system could impact a range of 
market participants, many of whom, for example, the Commission does not oversee. To 
that end, the Financial Stability Oversight Council, established by the Dodd-Frank Act, 
provides an important forum for studying and identifying systemic risks across different 
markets and market participants. 

In those areas where the Commission has regulatory authority, we are seeking to address 
systemic risk and other concerns that may arise from activity in our markets, making full 
use of the tools we have to address risk within the U.S. financial system. In particular, 
the Commission’s rules under Title VII are designed to mitigate significant risks to the 
U.S. financial system, bring transparency to previously opaque bilateral markets, and 
provide critical new protections for security-based swap customers and counterparties 
without unnecessarily burdening smaller participants. For example, the Commission’s 
rules requiring registration as a security-based swap dealer under Title VII of Dodd-Frank 
focus on the relatively small number of large firms in which security-based swap dealing 
activities are concentrated and that are most likely to pose risks to the financial system as 
a whole. Under the final rules, market participants are required to count certain security- 
based swap dealing transactions towards thresholds that, if reached, will require them to 
then register with the Commission as either a security-based swap dealer or a major 
security-based swap participant. These rules are designed, in part, to identify market 
participants that may be systemically important or that may significantly impact the U.S. 
financial system. 

A number of additional requirements will apply to these entities once they register with 
the Commission. In April, we adopted rules requiring security-based swap entities to 
comply with various provisions designed to enhance transparency, facilitate informed 
customer decision-making, and heighten standards of professional conduct, which should 
serve some risk-mitigation function in these markets. Our near-term focus is on standing 
up the remainder of the regulatory regime for these entities, including several 
requirements that are key to reducing risks in the U.S. financial system, such as rules 
establishing capital and margin requirements and comprehensive books and records 
requirements. 
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Another near-term focus is completing the regulatory reporting and public dissemination 
regime for security-based swaps, including considering amendments to Regulation 
SBSR, and considering taxonomy and data access rules. Regulatory reporting 
requirements, in particular, will give the Commission and other regulators a much-needed 
view of the security-based swap markets, including of developments that may indicate 
risk-related issues that warrant careful monitoring and/or regulatory or supervisory 
action. 


Financial Advisor Misconduct 

I’m concerned with the results of a recent study conducted by researchers at the University 
of Chicago and University of Minnesota, which found that 7 percent of active financial 
advisers have been disciplined for misconduct or fraud. The study also found that of the 
advisers who have engaged in misconduct, 38 percent are repeat offenders. 

Question: Chairwoman White, are you aware of this findings from this study, and ean you 
please explain in detail what the SEC is eurrently doing or is proposing to do to prevent 
financial advisers with a history of miseonduet from eontinuing to provide financial 
advice? 

Response: 1 am aware of the findings of this study. The SEC has taken several steps to 
prevent financial advisers with a history of misconduct from continuing to provide 
financial advice. Identifying misconduct by brokers and holding them accountable 
continues to be an enforcement priority for the SEC, and we regularly investigate and 
bring actions against individual brokers and their firms for misconduct that violates the 
federal securities laws. In these cases, the SEC routinely obtains orders barring or 
suspending these brokers from the industry. We also regularly bring follow'-on actions in 
administrative proceedings to bar or suspend brokers from the industry based on criminal 
convictions, civil injunctions and other orders. 

In addition, the Enforcement Division's Broker Dealer Task Force is working to 
proactively identify misconduct by firms and brokers by using big data to find churning 
and excessive trading patterns, which are often practices engaged in by dishonest brokers. 
We expect to see cases resulting from this initiative soon. In addition to deploying new 
tools to help identify churning and excessive trading, the task force is helping to lead a 
joint working group with the Office of Compliance Inspections and Examinations to 
share investigative strategies, research, and potential new approaches in these matters. 

OCIE also has identified “Recidivist Representatives and their Employers” as a key 
examination priority in 2016 , committing to assess the compliance oversight and controls 
of investment advisers that have employed such individuals after they have been 
disciplined or barred from a broker-dealer. In addition, FINRA is on the front lines of 
this issue, and OCIE oversees FINRA to help it effectively police misconduct by 
financial advisers. 
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Short Position Transparency 

Nasdaq and NYSE have filed petitions for rulemaking asking the SEC to promulgate rules 
that would require disclosure of short positions in parity with the existing required 
disclosure of long positions. While appropriate shorting can support stable, liquid 
markets, it is also important that there is adequate transparency around short positions so 
that growing companies and investors are not harmed. 

Question: What are your thoughts on the current state of transparency with regard to 
short positions? 

Response: Short sale data that is currently publicly available, free or on a fee basis, 
includes daily short sale volume and transaction data, short interest data, and fails to 
deliver data. Several SROs publish on their web sites aggregate short selling volume in 
each individual equity security for that day and, on a one-month delayed basis, 
information regarding individual short sale transactions in all exchange-listed equity 
securities. The SROs also publish statistics on short interest twice a month in securities 
that trade on their markets. The Commission publishes on its web site fail to deliver 
information twice per month for all equity securities. It is important that short sale data 
strikes the right balance between disclosure necessary to protect investors w'hile 
preserving the benefits of price discovery and liquidity that short selling brings to the 
market, and staff continues to carefully consider, as part of Dodd-Frank Act Section 
929X in conjunction with the recent Commission staff study of real-time short sale 
disclosure required by Dodd-Frank Act Section 417, whether additional transparency 
may be warranted. 


Question: How do you believe the SEC can act to ensure an equitable disclosure regime for 
short and long investors? 

Response: In comparing di.sclosure regimes for short and long inve.stors, it is important 
to consider the different purposes that such requirements would seek to address. For 
example, public disclosure of long positions provides information regarding persons that 
may have potential influence over, or control of. the issuer. Similar disclosure of short 
positions would not provide such information. As part of Dodd-F'rank Act Section 929X, 
staff is considering issues related to short sale disclosure, including, but not limited to, 
those addressed in the Commission staff study required by Dodd-Frank Act Section 417 
that reviewed, among other things, real-time short sale position reporting. 
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Precision of Form PF 

In July of last year, the Office of Financial Research issued a working paper, Gauging 
Form PF: Data Tolerances in Regulatory Reporting on Hedge Fund Risk Exposures, which 
examined the precision of Form PF as an instrument for measuring market risk exposures 
in the hedge fund industry. 

It found that funds with identical Form PF filings could have vastly different risk 
exposures. Because Form PF allows such significant tolerance for risk exposures to differ 
among funds, the form does not adequately reflect these differences. It also found that the 
reporting of value at risk (Form PF Question 40) helps significantly to narrow the 
measurement tolerances. However, reporting value at risk calculations are currently 
optional. 

Question: What percentage of hedge funds currently report value at risk (V aR) 
calculations on their Form PF? 

Response: Form PF only requires “Qualifying Hedge Funds” to report VaR, and 
generally defines a Qualifying Hedge Fund as “[a]ny hedge fund that has a net asset 
value (individually or in combination with any feeder funds, parallel funds and/or 
dependent parallel managed aceounts) of at least $500 million as of the last day of any 
month in the fiscal quarter immediately preceding your most recently completed fiscal 
quarter.” As of September 30, 2015, there were 1,625 Qualifying Hedge Funds reporting 
on Form PF, but not all of these funds reported VaR. 

Question: What arc your thoughts on setting a standard for acceptable methodologies for 
VaR calculations on Form PF, and making the reporting of VaR mandatory for all hedge 
funds? 


Response: When the Commission and the U.S. Commodity Futures Trading 
Commission (CFTC) jointly adopted Form PF in 201 1 , the commissions considered 
mandating a standard V'aR methodology for private funds, but ultimately declined to do 
so. The adopting release noted that “in order to minimize the reporting burden associated 
with [Form PF Question 40], we are not requiring that all advisers calculate VaR using a 
standardized set of assumptions. Although this approach may, as the commenter 
suggested, reduce the ability of regulators to make comparisons across hedge funds using 
this data, we believe that it will also provide valuable risk information with respect to 
individual funds.”' Some commenters to the Form PF proposal noted that hedge fund 
advisers that rely on VaR to help manage their risk exposures tend to use quite different 
methodologies to calculate their VaR. The staff continues to evaluate the information 
collected on Form PF filings and is considering whether to recommend amendments to 
the Form. 


^ Reporting by Investment Advisers to Private Funds on Form PF, Investment Advisers Act Release No. 3308 (Oct. 
31.2011). 76 FR 71128.71150 n,267 (Nov. 1 6. 20 11 ) (S7- 05- 1 1 ). 
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Question; How effective do you think Form PF is in assessing systemic risk in the private 
fund industry, and do you have any suggestions for improving the form? 

Response: As I have said, “one of the most fundamental post-crisis changes for all of the 
financial regulators, including the Commission, has been an emphasis on addressing risks 
that could have a systemic impact on the securities markets or the financial system as a 
whole,”^ To that end, the Commission and the CFTC “designed Form PF . . . to provide 
FSOC (Financial Stability Oversight Council] with information important to its 
understanding and monitoring of systemic risk in the private fund industry.”^ Form PF 
provides important and necessary information for regulators to consider when assessing 
potential systemic risks. For example. Form PF data provides information about leverage 
across the private funds industry and can identify private funds that appear to be outliers 
in their degree of reported leverage. 

As the staff has continued to work with and analyze the data we collect from Form PF 
filings, the staff also considers whether to recommend amendments to the Form. For 
example, in 2014, the Commission adopted Form PF amendments, in conjunction with 
the amended rules that govern money market mutual funds, which require a large 
liquidity fund adviser to report substantially the same portfolio information on Form PF 
as registered money market funds are required to report on Form N-MFP. In considering 
whether potential changes to the form could enhance its effectiveness as a regulatory tool 
for monitoring systemic risk and protecting investors, the staff also considers, among 
other things, the costs of any amendments to the form for the private fund advisers who 
have devoted resources to developing and implementing systems to report the data sets 
required by the form. 


- Chair Mary Jo White. Enhancing Risk Monitoring and Regulatory' Safeguards for the Asset Management Indu.stry 
(Dec. 11. 2014), available at https: 'wwvv.scc .go v 'News- Speech. Deta il. Speech' 1.170543677722. 

^ Investment Advisers Act Release No. 3308, 76 FR 71128, 71 13 1. 


37 



302 


EXHIBIT A 

EXCERPT FROM INVESTMENT COMPANY REPORTING MODERNIZATION 

PROPOSING RELEASE 


Economic Analysis: Option for Website Transmission of Shareholder Reports 

a. Introduction and Economic Baseline 

As discussed above, the Commission is proposing new rule 30e-3 under the Investment 
Company Act, which would permit, but not require, a fund to satisfy requirements under the Act 
and rules thereunder to transmit reports to shareholders if the fund meets certain requirements. 
These requirements include making the reports and certain other materials accessible on its 
website and periodically notifying investors of the materials’ availability.' Funds that do not 
maintain websites or that otherwise wish to transmit shareholder reports in paper or pursuant the 
Commission’s existing electronic delivery guidance would continue to be able to satisfy the 
transmission requirements by those transmission methods. 

The current set of requirements under which funds transmit shareholder reports to investors 
is the baseline from which we will discuss the economic effects of proposed mle 30e-3. fhe 
baseline also includes the current practice of many funds to make some or all of these reports — 
or other materials listing portfolio investment information such as reports on Form N-Q — 
accessible on their own websites. The baseline aLso reflects that some funds transmit these 
materials electronically today, pursuant to Commission guidance that permits such a 
transmission method on a shareholder-by-shareholder “opt in” basis, provided that certain other 
conditions are met.^ The parties that could be affected by new rule 30e-3 are funds that currently 
are or would be required to transmit shareholder reports under rule 30e-l or 30e-2, and other 
current and future users of fund portfolio investment information, including investors and third- 
party information providers. 

Today, most funds arc required to disclose their portfolio holdings on a quarterly basis, with 
holdings as of the end of the second and fourth fiscal quarters disclosed in the fund’s semiannual 
and annual reports, respectively, and holdings as of the end of the first and third fiscal quarters 
disclosed in reports on Form N-Q. Funds arc generally required to transmit reports to 
shareholders on a semiannual basis, and these reports have historically been paper copies mailed 
to shareholders.'^ As of December 3 1 . 20 1 4, about 1 1 .957 funds could rely on proposed rule 
30e-3 if it were in effect."* As discussed in detail below, we estimate that these fund.s — and their 
.shareholders — bear aggregate annual paperwork expenses of about $616 million in connection 
with the required preparation and transmission of shareholder reports (or about $51,539 for each 


' See supra Part H.D. 

- See supra note 289 and accompanying text. 
^ See supra note 288 and accompanying text. 
* See infra note 799 and accompanying text. 
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portfolio). '’ Of those estimated expenses, we estimate that about $116 million are associated with 
the printing and mailing of shareholder reports.^ Reports on Form N-Q are available on 
EDGAR.^ Some funds choose to make some or all of these reports — or other materials listing 
portfolio holdings at particular limes— accessible on their own websites, but funds do not do so 
uniformly. 

As technology has developed, so has the need to modernize the manner in which shareholder 
reports and portfolio investment information are delivered to investors. As discussed above, 
recent investor testing and Internet usage trends have highlighted that investor preferences about 
electronic delivery of information have evolved, and that many investors would prefer enhanced 
availability of fund information on the Internet.® In addition, investor testing has suggested that 
fund investors are much more likely to seek out fund information on the fund’s own website than 
they are to seek it out on EDGAR.*-^ Moreover, searching for and retrieving individual reports on 
Form N-Q on EDGAR may, in many cases, be more difficult than navigating a website with 
which the investor is likely to be already familiar. We therefore believe that many investors may 
not view the information that is available in reports on Form N-Q. Shareholders also pay,/?ro 
rata, the expenses associated with printing and mailing reports by default to shareholders, who 
may nonetheless prefer electronic transmission. 


^ As discussed below, we previously estimated 994,960 aggregate annual internal burden hours associated with 
rules 30e-! and 30e-2. See Infra notes 853 and 855 (estimating 903,000 hours for rule 30e-l and 91,960 hours 
for rule 30e-2). The Commission estimates the wage rate associated with these burden hours based on salary 
information for the securities industry compiled by the Securities Industry and Financial Markets Association. 
The estimated wage figure is based on published rates for attorneys and intermediate accountants, modified to 
account for an 1,800-hour work-year and multiplied by 5.35 to account for bonuses, firm size, employee 
benefits, and overhead, yielding an effective hourly rate of S268.50. This estimate is based upon the following 
calculation: ($380 per hour for Attorneys 0.5) + ($157 per hour for Intermediate Accountants x 0.5) = 
$268.50. See Securities Industry and Financial Markets Association, Report on Management & Professional 
Earnings in the Securities Industry 20 1 3. Based on the Commission's estimate of 994,960 burden hours per year 
and the estimated wage rate of about $268.50 per hour, the total annual paperwork expenses for funds 
associated with the internal hour burden of rules 30e-l and 30e-2 arc approximately $267,146,760. This 
estimate is based upon the following calculation: 994,960 hours x $268.50 per hour - $267,146,760. We have 
also estimated aggregate annua! external cost burden of $349,105,750 associated with rules 30c-l and 3()e-2. 

See infra notes 854 and 856 (estimating $333,905,750 for rule 30e-I and $15,200,000 for rule 30e”2). 

Therefore, we estimate that the total estimated aggregate annual paperwork expenses associated with rules 
30e-l and 30e-2 are $616,252,510. This estimate is based upon the following calculation: $267,146,760 
expenses associated with internal burden hours + $349,105,750 external cost burden “ $616,252,510. Using this 
estimate and our prior estimate of 1 1,957 ftinds. we estimate that annua! paperw'ork expenses associated with 
rules 30e- 1 and 30c-2 are about $5 1 ,539 on a per-portfolio basis. This estimate is based upon the following 
calculation: $616,252,5 10 aggregate annual paperwork expenses 1 1,957 funds “ $51,539. 

^ We estimate that one-third of the external costs attributed to rules 30e-l and 30e-2 relate to printing and mailing 
expenses. See infra notes 857-858. Therefore, we estimate aggregate annual printing and mailings costs 
associated with those rules of about SI 1 6.368,583. This estimate is based upon the following calculation: 
$349,105,750 aggregate externa! cost burden - 3 = Si 16,368,583.33. 

^ See supra notes 637-642 and accompanying text. 

^ See supra note 292 and accompanying text. 

See supra note 292 and accompanying text. 
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The economic effects of proposed rule 30e-3 are dependent on a number of factors, including 
the number of funds that would rely on the rule, the number of funds which currently rely on 
Commission guidance to transmit shareholder reports electronically, and the extent to which 
shareholders become more aware of the availability of portfolio investment information, view 
the information, and use the information to make investment decisions. Due to the optionality of 
the rule, we would expect that, in general, each fund would only rely on the rule if the benefits to 
that fund exceeded the costs. We have provided estimates of the costs associated with printing 
and mailing shareholder reports. However, information that would allow the Commission to 
quantify the other economic effects of the rule, such as how the availability of shareholder 
reports online will affect investors’ use of the information, is not known to us. 

Funds can transmit shareholder reports electronically today pursuant to Commission 
guidance. However, funds wishing to rely on this Commission guidance must satisfy certain 
conditions, including that shareholders agree to electronic transmission on a shareholder-by- 
shareholder “opt in” basis. Wc recognize that express shareholder consent can be difficult to 
obtain even for practices that many shareholders may prefer.'*' The number of funds that transmit 
shareholder reports electronically today is unclear to us, because funds are not required to report 
their reliance on the Commission’s electronic delivery guidance or the number of investors that 
have given opt-in consent to receive electronic delivery'. Commission staff is also not aware of 
information that describes the prevalence of electronic delivery of disclosure documents and 
other information. In addition, although survey evidence describes certain investor preferences 
regarding electronic delivery of shareholder report information,' ' we are not aware of 
information that would describe the effect of this rule on investor ability to choose between 
funds and allocate capital across all investments. For these reasons, much of the discussion 
below is qualitative in nature. 

b. Benefits 

The proposed rule, to the extent that it is relied upon by funds and alters the eurrent 
transmission of reports, would increase the accessibility of portfolio investment information 
including information from the first and third fiscal quarters that might otherwise be only 
available on EDGAR. The proposed rule would thereby increase the awareness of fund 
shareholders of the availability of portfolio investment information, and therefore also increase 
the likelihood that fund investors review portfolio investment information. The proposed rule 
would also increase the likelihood that fund shareholders view the portfolio investment 
information in their preferred format, and thereby increase their use of the information to make 
investment decisions."^ Similar to the introduction of Form N-POR'f and the amendments to 
Regulation S-X, greater investor use of shareholder reports could result in more informed 
investment decisions, particularly for individual investors, and an increase in competition among 
funds for investor capital, A greater understanding of the investment strategy of the fund, its 


See Investment Company Act Release No. 22884 (Nov. 13, 1997) [62 FR 61933, 61935 (Nov. 20, 1997)] 
(concerning implied consent to delivery of disclosure documents to households). 

' ' See svpra note 292 and accompanying text. 

See supra notes 291-296 and accompanying text (concerning investor Internet usage statistics and transmission 
method preferences). 
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portfolio composition, and its investment risks could also result in a more efficient allocation of 
capital across funds and other investments, and could thereby promote capital formation. 

Funds and their shareholders would also benefit from a reduction in expenses related to the 
physical distribution of shareholder reports. Although the proposed rule would not have much of 
an effect, if any. on the expenses associated with the preparation of reports, we expect that the 
expenses associated with printing and mailing of shareholder reports would be substantially 
reduced if the rule is adopted. As discussed in detail below, of the estimated $ 11 6 million in 
annual paperwork expenses associated with the printing and mailing of shareholder reports, we 
estimate that about $105 million would be eliminated if the proposed rule were adopted. The 
actual reduction in paperwork expenses would depend, in part, upon reliance on the proposed 
rule by funds and the extent of shareholder consent to electronic transmission of reports, each of 
which is uncertain. 

The expected benefits would not necessarily be distributed uniformly across funds and across 
a fund's shareholders. Some funds already transmit materials electronically to some or all of 
their shareholders, and these funds would experience fewer benefits from electing to rely on the 
proposed rule. Some funds, such as funds that do not currently maintain websites, may choose 
not to rely on the proposed rule. 

c. Costs 

Although w'e believe that permitting electronic delivery ”by default" would improve overall 
alignment of transmission method with investor preferences,'^ there may be some investors who 
would prefer to receive print copies that do not notify their fund of that preference and may be 
others that would benefit from print copies even though they prefer electronic transmission. 
These investors, depending on their ability and preference to access shareholder reports and 


See supra notes 5 6 and accompanying text. 

We estimate that about 90% of the S 1 1 6,368,583 in paperwork expenses associated with printing and mailing 
shareholder reports pursuant to rules 30e*l and 30e-2 would be eliminated if rule 30e-3 were adopted. See supra 
note 6; infra notes 857-8.58. Therefore, we estimate that about $104,73 1,725 of annual paperwork expenses 
associated with rules 30e-! and 30e-2 would be eliminated if rule 30e-3 were adopted. This estimate is based 
upon the following calculation: SI 16,368.583 In aggregate annual printing and mailing expenses 0.90 
proportion eliminated - S 1 04,73 1 ,724.70 eliminated annual printing and mailing expenses. 

See supra note 292. We believe that the change from requiring shareholders to “opt-in" if they wish to receive 
electronic instead of print copies of shareholder reports, kv- as under the proposed rule — “opt-oul” if they wish 
to receive print copies instead of electronic copies would increase the ability of funds to transmit shareholder 
reports electronically. Although the preferences of shareholders would not change dependent on the form of 
consent, behavioral economic theory and empirical evidence suggest the likelihood that shareholders receive 
electronic transmissions of fund reports would be greater under opt-out consent rather than opt-in consent. See, 
e.g.. Richard H. Thaler and Shlomo Bematzi, Save More Tomorrow'^^: Using Behavioral Economics to 
Increase Employee Saving, Journal of Political Economy, Vol. 112: 1, Si 64-Si 87 (2004); Richard H. Thaler and 
Cass R. Sunstein, Liberiarian Paternalism, The American Economic Review, Vol. 93:2, 175- 179 (2003). 

Thaler and Sunstein argue that a “status quo” bias results in the continuance of existing arrangements even if 
better options are available. The authors illustrate their argument with higher rates of initial enrollments in 
employee savings plans when enrollment is automatic as compared to when employees must first complete an 
enrollment form. 
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portfolio investment information electronically, could overlook electronic deliveries or othen\'ise 
experience a reduction in their ability to access portfolio investment information, and could 
result in a decrease in their ability to efficiently allocate capital across funds and other 
investments. We have endeavored, through the consent and notice provisions of the proposed 
rule, to mitigate the potential costs associated with this possibility by requiring a fund wishing to 
rely on the proposed rule to alert an investor before beginning to transmit reports electronically 
and to notify the investor around the time each report is made accessible on the website. 
Although, as discussed above, an increase in investor use of shareholder reports could increase 
competition among funds for investor capital, funds that do not rely on the rule could be placed 
at a competitive disadvantage depending on whether investors choose funds based on their 
preference for website transmission. 

As discussed above, reliance on proposed rule 30e-3 would be optional, and funds that rely 
on the rule would incur costs to adhere to the rule. Relying funds would incur paperwork 
expenses associated with satisfying the conditions of the proposed rule, such as making the 
materials publicly accessible; preparing, reviewing, and transmitting a notice to shareholders; 
soliciting the consent of each shareholder by sending them an initial statement; and printing and 
mailing shareholder reports and other materials upon request. As discussed in detail below, we 
estimate that these paperwork expenses would be, in the aggregate, about $32 million each 
year.'^ Relying funds would also incur initial one-time costs associated with establishing systems 


Below, we estimate that 10,761 funds would choose to rely on proposed rule 30e-3. See infra note 799 and 
accompanying text. Below, we estimate that funds that elect to rely on rule 30e-3 will, on average, incur 0.76 
burden hours per fund per year to comply with the website accessibility conditions of rule 30e-3. See infra note 
808 and accompanying text. Therefore, in the aggregate, we estimate that such funds would incur about 8,178 
burden hours to comply with these requirements. This estimate is based upon the following calculation: 0.76 
burden hours per fund ^ 10,76! funds expected to rely on rule 30e-3 = 8,178.36 hours. The Commission 
estimates the wage rate associated with ihe.se burden hours based on salary information for the securities 
industry compiled by the Securities Industry and Financial Markets Association. The estimated wage figure is 
based on published rates for senior programmers, modified to account for an l,800*hour work-year and 
multiplied by 5.35 to account for bonuses, firm size, employee benefits, and overhead, yielding an effective 
hourly rate of $303. See Securities Industry and Financial Markets Association. Report on Management & 
Professional Earnings in the Securities Industry 2013. Based on the Commission’s estimate of 8,178 burden 
hours per year and the estimated wage rate of about S303 per hour, the total annual paperwork expenses for 
funds associated with the internal hour burden Imposed by the website accessibility conditions of rule 30e-3 are 
approximately $2,477,934. This estimate is based upon the following calculation: 8,178 hours x S303 per hour 
= $2,477,934. 

Below, we also estimate that funds that elect to rely on proposed rule 30e-3 would incur average annual external 
costs of $500 per fund in connection with the requirement to provide a complete shareholder report upon 
reque,st of a shareholder. See infra note 816 and accompanying text. We estimate that aggregate external costs 
to funds in connection with this requirement would therefore be about $5,380,500. This estimate is based upon 
the following calculation: $500 per fund x 10,761 funds = $5,380,500. 

Below, we also estimate that funds that elect to rely on proposed rule 30e-3 would incur about 0.38 annual 
burden hours in connection with the initial statement conditions of the rule. See infra note 829 and 
accompanying text. Therefore, in the aggregate, we estimate that such funds would incur about 4,089 burden 
hours to comply with these requirements. This estimate is based upon the following calculation: 0.38 burden 
hours per fund x 1 0,76 1 funds expected to rely on rule 30e-3 = 4.089. 1 8 hours. The Commission estimates the 
wage rate associated with these burden hours based on salary Infonnation for the securities industry compiled 
by the Securities Industry and Financial Markets Association. The estimated wage figure is based on published 
rates for compliance attorneys, modified to account for an 1,800-hour work-year and multiplied by 5.35 to 
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and procedures for compliance. We estimate that these expenses would be, in the aggregate, 
about $16 million.*^ 


account for bonuses, firm size, employee benefits, and overhead, yielding an effective hourly rate of $334. See 
Securities Industry and Financial Markets Association, Report on Management & Professional Earnings in the 
Securities Industry 2013. Based on the Commission’s estimate of 4,089 burden hours per year and the estimated 
wage rate of about $334 per hour, the total annual paperwork expenses for funds associated with the internal 
hour burden imposed by the initial statement conditions of rule 30e-3 are approximately $1,365,726. This 
estimate is based upon the following calculation: 4,089 hours x $334 per hour ^ $1,365,726. Below, we also 
estimate that these funds will incur annual cost burden of about $216 per fund to comply with the initial 
statement conditions. This estimate is based upon the following calculation: $49 per fund per year for services 
of outside counsel + $333 per year per fund to print and mail initial statements == $382 per fund per year. See 
infra notes 837 and 844. Such hinds would therefore incur about S4,i 10,702 in aggregate annual cost burden to 
comply with the initial statement conditions. This estimate is based upon the following calculation; $382 per 
fund per year x ! 0,76 1 funds = $4, 1 1 0,702 per year. Thus the total estimated annua! paperwork expenses 
associated with the initial statement conditions are $5,476,428. This estimate is based upon the following 
calculation: $1,365,726 associated with internal burden f $4,1 10,702 external cost burden “ $5,476,428. 

Below, we also estimate that funds that elect to rely on proposed rule 30e-3 would incur about 1.5 annual 
burden hours in connection with the notice conditions of the rule. See infra note 832 and accompanying text. 
Therefore, in the aggregate, we estimate that such funds would incur about 1 6, 1 42 burden hours to comply with 
these requirements. This estimate is based upon the following calculation: 1 .5 burden hours per fund x 10,761 
funds expected to rely on rule SOe-S = 16,141.5 hours. Based on the Commission's estimate of 16,142 burden 
hours per year and the estimated wage rate of about $334 per hour, the total annual paperwork related expenses 
for funds a.ssociaied with the interna! hour burden imposed by the website accessibility conditions of rule 30e-3 
are approximately $5,391,428. This estimate is based upon the following calculation: 16.142 hours x $334 per 
hour $5,391,428. Below, we also estimate that these funds will incur annual co.st burden of about $1,190 per 
fund to comply with the notice conditions. This estimate Is based upon the following calculation: $190 per fund 
per year for services of outside counsel ^ $ 1 ,000 per fund per year to print and mail notices - $ 1 . 1 90 per flmd 
per year. See infra notes 840 and 845 and accompanying text. Such funds would therefore incur about 
$12,805,590 in aggregate annual cost burden to comply with the notice conditions. This estimate is based upon 
the following calculation: $1,190 per fund per year x 10,761 funds = $12,805,590 per year. Thus the total 
estimated annual paperwork expenses associated with the notice conditions are $12,816,518, This estimate Is 
based upon the following calculation; $5,391,428 associated with internal burden - $12,805,590 external cost 
burden = $18,197,018. 

Thus, we estimate that the total annual paperwork expenses associated with satisfying the conditions of 
proposed rule 30e-3 would be $3 i ,53 1 ,880. This estimate is based upon the following calculation; $2,477,934 
associated with website accessibility conditions $5,380,500 associated with provision of print report upon 
request condition + $5,476,428 associated with initial statement condition ^ $18,197,018 associated with notice 
condition = $3 1 .53 1 ,880. 

Below, we estimate that funds that elect to rely on rule 30e-3 will, on average, incur an additional 0.08 one- 
time burden hours per fund in the first year to comply with website accessibility conditions. See infra notes 
807-808 and accompanying text. Therefore, in the aggregate, we estimate that such funds would incur about 
861 one-time burden hours to comply with these requirements. This estimate is based upon the following 
calculation; 0.08 hours per fund x 10.761 funds = 860.88 hours. Based on the Commission's estimate of 861 
one-time burden hours and the estimated wage rate of about $303 per hour for senior programmers, the total 
annua! paperwork expenses for funds associated with the internal hour burden imposed by the website 
accessibility conditions of rule 30c-3 are approximately $260,883. This estimate is based upon the following 
calculation: 861 hours x $303 per hour = $260,883. Below, we also estimate that about 1 13 funds that wish to 
rely on proposed rule 30e-3 but that do not currently have a website will incur one-time cost burden of $2,000 
per fund to comply with the website accessibility conditions. See infra notes 804 and 81 1 and accompanying 
text. Such funds would therefore incur about $226,000 In aggregate one-time cost burden to comply with the 
website accessibility conditions. $2,000 per fund x 113 funds = $226,000. Thus the total estimated one-time 
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We have endeavored to mitigate the costs associated with compliance with the rule’s 
conditions by, for example, requiring that the required schedule of portfolio investment 
information as of the end of the first and third fiscal quarters be presented consistent with the 
reporting requirements of Regulation S-X. Most funds would have established procedures in 
place to prepare and review such disclosures and would be familiar with the disclosure 
requirements. Because reliance on the proposed rule would be optional, a particular fund would 
not be expected to rely on the proposed rule if the co.sts of the rule to that fund would exceed its 
benefits. Funds that do not rely on the proposed rule would therefore not incur compliance costs. 


paperwork expenses associated with the website accessibility conditions are S486,883. This estimate is based 
upon the following calculation: S260,883 associated with internal burden + $226,000 external cost burden = 
$ 486 , 883 . 

Below, we also estimate that funds that elect to rely on rule 30e-3 will, on average, incur an additional 0.92 one- 
time burden hours per fund in the first year to comply with the initial statement conditions. See infra notes 828 
829 and accompanying text. Therefore, in the aggregate, we estimate that such funds would incur about 9.900 
one-time burden hours to comply with these requirements. This estimate is based upon the following 
calculation: 0.92 hours per fund ^ 10,761 funds = 9,900.12 hours. Ba.sed on the Commission's estimate of 9.900 
one-time burden hours and the estimated wage rate of about $334 per hour, the total annual administrative 
expenses for funds associated with the internal hour burden imposed by the initial statement conditions of 
proposed rule 30e-3 are approximately $3,306,600. This estimate is based upon the following calculation: 

9,900 hours x $334 per hour " $3,306,600. Below, we also estimate that these funds will incur one-time cost 
burden of $762 per fund to comply with the initial statement conditions. This estimate is based upon the 
following calculation: $95 per fund for the services of outside counsel $667 per fund to print and mail Initial 
statements = $762 per fund. See notes 836- 843 and accompanying text. Such funds would therefore incur about 
$8,199,882 in aggregate one-time cost burden to comply with the initial statement conditions. This estimate is 
based upon the following calculation: $762 per fund x 1 0,76 ! funds = $8, 1 99,882. Thus the total estimated one- 
time paperwork expenses associated with the initial statement conditions are S1 1,506.482. $3,306,600 
associated with internal burden + $8,199,882 external cost burden = SI 1.506,482. 

Below, we also estimate that funds that elect to rely on rule 30e-3 will, on average, incur an additional 0.8 one- 
time burden hours per fund in the first year to comply with the notice conditions. See infra notes 83 1-832 and 
accompanying text. Therefore, in the aggregate, we estimate that such funds would incur about 8,609 one-time 
burden hours to comply with these requirements. This estimate is based upon the foliow'ing calculation: 0.8 
hours per fund x 10,761 funds = 8,608.8 hours. Based on the Commission’s estimate of 8,609 one-time burden 
hour.s and the estimated w'age rate of about $334 per hour, the tola! annual paperwork expenses for funds 
associated with the internal hour burden imposed by the notice conditions of proposed rule 30e-3 are 
approximately $2,875,406. This estimate is based upon the following calculation: 8,609 hours x $334 per hour 
” $2,875,406. Below, we also estimate that these funds will incur one-time cost burden of $95 per fund to 
comply with the notice conditions. See infra notes 839 840 and accompanying text. Such funds would therefore 
incur about $ ! .022,295 in aggregate one-time cost burden to comply with the initial statement conditions. This 
estimate is based upon the following calculation: $95 per fund x 10,761 funds = $1,022,295. Thus the total 
estimated one-time paperwork expenses associated with the notice conditions are $3.897,70! . This estimate is 
based upon the following calculation: $2,875,406 associated with internal burden $1,022,295 external cost 
burden -$3,897,701. 

Thus, we estimate that the total one-time paperwork expenses associated with satisfying the conditions of 
proposed rule 30e-3 would be $15,89 1,066. This estimate is based upon the following calculation: $486,883 
associated with website accessibility conditions -r $1 1,506,482 associated with initial statement condition + 

S3. 897.70! associated with notice condition - $15,891,066. 
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HON. JACOB J. LEW, SECRETARY, DEPARTMENT OF THE TREASURY 

Mr. Crenshaw. Well, if everybody is ready, we will get started. 
This hearing will come to order. Good morning. I would like to wel- 
come our witness. Secretary Jack Lew, Secretary of the Treasury. 

Today, we look forward to discussing the Department’s own 
budget request, as well as, some of the assumptions and policies in- 
cluded in the President’s overall request for fiscal year 2017. 

Last month, we had a very loud discussion with 0MB Director 
Shaun Donovan about the debt generated by the President’s budg- 
et. While there is more than one way to measure the size and the 
effect of debt on the economy, in the simplest terms, the President’s 
budget spends more than it takes in, and that results in more debt. 

This debt is an economic burden that must be repaid by our 
grandchildren and their grandchildren because the President’s final 
budget does not address the unavoidable question of how to dis- 
tribute the economic cost of an aging population across the genera- 
tions. 

The Federal debt, in gross terms, exceeds $20 trillion for the first 
time in our Nation’s history. It took 233 years to get to this first 
$10 trillion in debt, and it only took 8 years to get to the next $10 
trillion. And because of this, Mr. Secretary, I wanted you to think 
back to your first tenure as the 0MB director, when you predicted 
that the United States would be debt free by 2013. 

Now, obviously, a lot has changed since then, but the formula for 
retiring debt has not. Spending as a percentage of GDP must be 
lower than its historical average, and revenue as a percentage of 
GDP must be higher than its historical average. The budget before 
us, however, projects that both spending and revenue, as a percent- 
age of GDP, will remain above the historical averages through 
2026. In other words, this budget is a permanent source of debt. 

Growing along with the debt is Treasury’s own budget request 
for the fiscal year 2017. The Treasury Department is requesting a 
massive 12 percent increase, including $1 billion, or a 9 percent in- 
crease for the IRS. Instead of making some tough choices, it seems 
that Treasury proposes unrealistic increases, budget gimmicks, and 
new mandatory spending. 

I believe the IRS request is unrealistic. They have not received 
either a dollar or a percentage increase of that magnitude in the 
last 20 years. The IRS request assumes a discretionary cap adjust- 
ment that the budget committees have rejected for 5 consecutive 
years. 
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In addition, the Treasury seeks to spend an additional $8.5 bil- 
lion outside of the appropriations process. The request also pro- 
poses a new cybersecurity enhancement account to the tune of $110 
million. Without a doubt, cyber threats are real and they are seri- 
ous, and the committee has been continually supportive of funding 
for cybersecurity as a part of the agency’s annual budget request. 
However, I would caution the administration against the tempta- 
tion to create an endless number of new accounts across govern- 
ment spending, and calling that a cybersecurity plan in order to get 
new funding for an old problem. 

Make no mistake, we must harden our Nation’s information tech- 
nology infrastructure, but it should be done with a critical eye. 
New programs with new names aren’t going to solve the Federal 
Government’s perpetually out-of-date, over budget, behind sched- 
ule, information technology. 

I hope, with further discussion today, we can find some common 
ground to work on together. As you know, a matter of great inter- 
est to me, and concern to me, is the Financial Stability Oversight 
Council’s process for designating systemically important financial 
institutions and, in particular, nonbanks. 

Following up on our conversation from last year, I hope we can 
shed some light on how FSOC has improved transparency with re- 
gard to entities under consideration for SIFI designation as we 
adopted last year. 

Another issue that was important, I would like to bring to your 
attention, is that in the 2016 Omnibus, we required the SEC’s divi- 
sion of economic and risk analysis to report back to this committee 
within a year of enactment on the combined impact of the Volcker 
rule, Basel III, and other financial regulations, what kind of impact 
they have had on access to capital for consumers, investors, and 
businesses, and the impact on market liquidity. 

I look forward to reading that report later this year, but in the 
meantime, I hope we can talk a little bit about how you will work 
with the SEC economists, if and when asked. I have serious con- 
cerns that the cumulative effect, of these layers of regulations, 
have resulted in an alarming lack of liquidity in U.S. markets, par- 
ticularly in fixed income markets. 

I believe we need to continue to monitor this issue closely, and 
I look forward to discussing these concerns with you today. 

And finally, let me say one thing about the Omnibus last year. 
We included an additional $5 million for Treasury’s Alcohol and To- 
bacco Tax and Trade Bureau. That was to expedite the label and 
formula processing. And I believe that by appropriating these funds 
for the Bureau, we can help countless small businesses that depend 
on the Treasury for approval of their labels and formulas to get 
their products to market. 

Mr. Secretary, I hope this funding makes it clear that this is a 
priority for Congress. I know it is a priority of our full committee’s 
chairman, and I hope the Department will assist the Bureau in ac- 
complishing their mission. 

So again, I want to thank you for taking the time to meet with 
us. Secretary Lew. I look forward to your testimony, but first let 
me turn to the ranking member, Mr. Serrano, for any opening 
statement he might make. 
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Mr. Serrano. Thank you, Mr. Chairman. And I would like to 
join you once again in welcoming Secretary Lew before the sub- 
committee to discuss the Department’s budget request for fiscal 
year 2017. 

The Treasury Department plays a broad and important role in 
guiding our economy, ensuring a fair Federal tax code, managing 
our Nation’s finances, promoting economic opportunity, and con- 
ducting important international activities. You provide assistance 
and leadership in a number of diverse roles, and I thank you for 
all your efforts. 

One area where your continued leadership is desperately needed 
is on the island of Puerto Rico. The Treasury Department has been 
playing a leading role in helping to address the fiscal and economic 
crisis on the island. Last year’s Omnibus bill included language al- 
lowing Treasury to provide technical assistance to Puerto Rico to 
help it work on ways to balance its books and improve its economy. 

While this is a good step, and I hope we will discuss it today, it 
is clear that more needs to be done by Congress on this issue. The 
humanitarian toll this is taking on American citizens is truly ap- 
palling. The Speaker has committed to action, and I expect him to 
keep his word. 

Let me just mention that again, Mr. Chairman, because unfortu- 
nately, there are too many Members of Congress and the American 
people who don’t know that everyone who was born in Puerto Rico 
is an American citizen. 

A significant contributor to the island’s fiscal woes is its contin- 
ued inequitable treatment under numerous provisions of both the 
Federal tax code and the Federal grant programs. Your budget re- 
quest proposes to remedy one of these issues by creating a manda- 
tory funding stream that would essentially allow working families 
in Puerto Rico to receive the Earned Income Tax Credit, something 
that no one living on the island is currently eligible for. I commend 
you for this proposal and believe it will provide some relief for fam- 
ilies on the island. 

Beyond this vital issue, your fiscal year 2017 budget request in- 
cludes new funding for the Community Development Financial In- 
stitutions fund. The CDFI fund has helped entities invest billions 
of dollars in economically underserved areas, including, in my dis- 
trict in the Bronx. I commend you for a new initiative proposed 
within this program this year, the small dollar loan, which will 
help reduce reliance on the payday lenders. Access to mainstream 
financial services is a serious problem in the Bronx and elsewhere, 
so I think this new effort is a great program and a great potential. 

Now, as I have said to you privately and publicly, this CDFI is 
a great program, and to strengthen it is really going in the right 
direction. Your budget request also builds on last year’s increases 
for the IRS providing for further investment and to try and better 
address enforcement and service priorities. 

Although I am pleased that we were able to get a significant in- 
crease for the agency, the IRS has still lost thousands of employees 
over the past several years, and its budget is still 19 percent below 
fiscal year 2010. These reductions have made it significantly more 
difficult for the agency to help those with questions and to go after 
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tax cheats. Your budget request helps restore capacity at the IRS, 
which is important in ensuring the fiscal health of our Nation. 

Lastly, I do, also want, to mention the Department’s central role 
in reforming our policies towards Cuba. Treasury issued new travel 
regulations yesterday in advance of the President’s trip there, and 
I hope we will get a chance to discuss these further. 

The impact of your Department’s policies, in all of these areas, 
show just how central the Treasury Department is to our Nation’s 
economy, our government’s fiscal health, and our communities’ eco- 
nomic opportunities. I think the Department has done a great job 
in all of these areas in the past 8 years, and I want to commend 
you. Secretary Lew, for a job well done over the past 3. 

If I had the ability to keep people around for the next adminis- 
tration, you would be at the top of my list for many, many reasons, 
but I didn’t win any of the primaries, so I am not involved in this. 

But I just want to finish up by saying you have been a great 
friend of the Commonwealth of Puerto Rico, and any, any help that 
you can continue to lend, because it is sad, and it is sad that the 
public is not aware of what is happening, and as you know, any- 
thing that happens in Puerto Rico affects Wall Street, affects New 
York, affects the United States, where there are 5 million Puerto 
Ricans living, and they are part of who we are. They are part of 
the system. 

I was born there, as you know, and the most important point to 
me is that the suffering is affecting veterans in Puerto Rico at the 
veterans’ hospitals and elsewhere. And at the minimum, we should 
stick to our word that we never turn our back on veterans, and 
those veterans in Puerto Rico are as much veterans as they are 
anywhere else in the country. 

So I thank you for your help to the whole island and especially 
to the veterans. Thank you. Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. And our chairman of the full com- 
mittee, Mr. Rogers, is en route, and when he arrives, if he wants 
to make an opening statement, we will recognize him. 

But right now, Mr. Secretary, we recognize you for your opening 
statement. If you could keep your remarks in the neighborhood of 
5 minutes and you can submit your full statement for the record, 
but please proceed. 

Secretary Lew. Thank you very much. Chairman Crenshaw, 
Ranking Member Serrano, members of the committee. I appreciate 
this opportunity to testify on the Treasury’s 2017 budget request. 

Thank you for the kind words. Congressman Serrano, but as I 
hope you can understand, I look forward 10 months from now liv- 
ing full-time in the Bronx again. 

Since my testimony last year, our economy has continued its 
record breaking streak of private sector job creation, which has 
reached 6 consecutive years, and 14.3 million jobs. Over the last 2 
years, we have experienced the strongest job creation since the late 
1990s. At 4.9 percent, the unemployment rate is half of its 2009 
peak, and we continue on a sound fiscal path from fiscal year 2009 
to 2015. The deficit as a share of gross domestic product (GDP) fell 
by almost three-quarters from roughly 10 percent to 2-and-a-half 
percent. 



313 


And Mr. Chairman, I appreciate your comments about the per- 
formance of the budget during the years that I was 0MB director 
in the 1990s, and I did, in 2001, project a surplus of over $5 trillion 
for the upcoming 10-year period. Obviously policies changed after 
that, and when I came back to the Office of Management and 
Budget (0MB), it was a very different situation because the money 
had been spent on things like tax cuts, and new benefits, and wars, 
and then we had a financial crisis, l^at this administration has 
done is put our country back on a path of fiscal responsibility, and 
I look forward to having a chance to discuss that. 

The passage of the Omnibus spending bill in December has 
helped really build on the momentum in our economy now. It has 
really contributed to economic growth, and it has also helped us re- 
build our international leadership. The agreement, I think in an- 
other way, demonstrates that we still have the capacity of finding 
common ground on difficult issues. It lays the foundation for ad- 
dressing some of our long-term challenges, but there is a lot of 
work that still remains, and that is why this year’s budget includes 
critical investments in both our domestic and national security pro- 
grams. 

Treasury’s 2017 budget makes investments in cybersecurity and 
infrastructure and financial intelligence activities, including efforts 
that are directed at ISIL. It also includes strategic investments in 
the IRS so that the agency can return to providing the level of cus- 
tomer service and privacy protection that Americans expect and de- 
serve. It is important to investments in America’s small businesses, 
in distressed communities, to help grow the economy and ensure 
that all Americans benefit from growth. 

Finally, the 2017 Treasury budget makes a number of invest- 
ments to support the ability of both our domestic and international 
offices to further Treasury’s mission. 

Cybersecurity is an urgent challenge facing the country and the 
Treasury Department. Our budget proposes a new $110 million de- 
partment-wide cybersecurity investment account to enhance infor- 
mation technology (IT) management across our bureaus and im- 
prove our ability to protect against, and respond to, cyber threats. 

The proposed investments will enhance electronic authentication 
procedures for access to Treasury digital services, expand existing 
security systems on internal networks and public websites, and 
safeguard data across the Department. 

The fiscal year 2017 budget also includes strategic investments 
in the Internal Revenue Service (IRS) to improve service to tens of 
millions of taxpayers, to reduce the deficit through more effective 
tax administration, and to provide privacy protections that Ameri- 
cans expect and deserve. 

I appreciate the increase provided by Congress in fiscal year 
2016, but as many of you are aware, the IRS remains severely un- 
derfunded. Despite its crucial role and growing responsibilities, the 
IRS budget is nearly $1 billion lower than it was in fiscal year 
2010, while the volume of income tax return filings has increased 
by nearly 7 percent. Budget reductions at the IRS cost the country 
billions of dollars each year in lost revenue, contribute to inad- 
equate customer service for taxpayers, and leave necessary cyberse- 
curity protections underfunded. 
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A sustained deterioration in taxpayer service, combined with di- 
minished enforcement capacity, could create serious long-term risks 
for the U.S. tax system. Our request provides a $530 million in- 
crease above the 2016 enacted levels. With these investments, the 
IRS will increase staffing for traditional taxpayer services, improve 
the quality of assistance available to taxpayers, who call the IRS, 
and bolster defenses against stolen identity refund fraud. 

In fiscal year 2015, full year telephone level of service plunged 
to just 38 percent. With the additional funding that we received in 
2016, we expect to reach 47 percent this year, and with full funding 
in the 2017 budget, we could bring that level back to 70 percent. 

The budget also invests in new IT architecture that will enable 
the IRS to continue to modernize and secure its online services, 
and provide taxpayers with an experience comparable to what they 
have come to expect from financial institutions. Treasury’s request 
also proposes an additional $515 million increase through a pro- 
gram integrity cap adjustment, to increase enforcement of current 
tax laws, investigate transnational organized crime, root out abu- 
sive tax schemes, and enforce the Foreign Account Tax Compliance 
Act (FATCA). 

These targeted investments are expected to return roughly $6 to 
the government for every $1 invested and reduce the deficit by $46 
billion over a 10-year budget window. In fiscal year 2017, Treasury 
outlined key investments in evidence-based programs that will sup- 
port America’s small businesses, working families, and distressed 
communities. 

I would like to focus on one in particular. I share the concerns 
that Congressman Serrano raised with regard to Puerto Rico. I 
very much appreciate the committee’s inclusion of technical assist- 
ance authority for Puerto Rico in last year’s funding bill, but more 
does need to be done. Puerto Rico’s economy continues to suffer. Its 
unemployment remains above 12 percent. Its debt is unsustainable, 
and out migration continues to accelerate. 

The administration has proposed a comprehensive plan to ad- 
dress Puerto Rico’s financial challenges, and we encourage Con- 
gress to act with the haste that this crisis requires with legislation 
that will allow financial restructuring along with new oversight, 
neither of which cost any taxpayer dollars. 

The budget also proposes a $600 million annual allotment index 
to inflation to create a refundable locally administered Earned In- 
come Tax Credit for residents of Puerto Rico. Unlike Americans liv- 
ing in the 50 States and the District of Columbia, residents of 
Puerto Rico are not eligible for the Earned Income Tax Credit 
(EITC), and it would increase employment in Puerto Rico’s formal 
economy, as well as improve the Commonwealth’s tax compliance 
and tax revenue. 

Finally, the fiscal year 2017 Treasury budget makes a number of 
investments to support the ability in both our domestic and inter- 
national offices to further Treasury’s mission. While not under this 
subcommittee’s particular jurisdiction, I want to highlight Treas- 
ury’s international programs budget request. It provides a cost-ef- 
fective way to promote international financial stability and to con- 
tinue U.S. leadership in international development, advance na- 
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tional security, and expand export markets for American busi- 
nesses. 

In closing, I want to take the opportunity to thank the talented 
team of public servants at the Treasury Department. I am proud 
to represent them here today, and on behalf of these hard working 
men and women, I want to say how much we appreciate the contin- 
ued support of this committee. 

Thank you very much, and I look forward to your questions. 

[The information follows:] 
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Chairman Crenshaw, Ranking Member Serrano, members of the subcommittee, thank you for 
inviting me to speak about Treasury’s Budget Request for fiscal year 2017. 

1 w'ant to begin by acknowledging the bipartisan passage of tbe omnibus spending bill in 
December, which is already contributing to our economic growth and rebuilding our leadership 
internationally. This agreement demonstrates that we have the capacity to find common ground 
on difficult issues and lays a foundation for addressing some of our long-term challenges. 

Over the past seven years under the President’s leadership, we have seen a sustained economic 
recovery and an unprecedented decline in the federal budget deficit. But more work remains to 
make sure we are upholding the basic American belief that everyone who works hard gets a fair 
shot at success. In recognition of this, the FY 2017 President’s Budget puts forward the building 
blocks of a social compact for the 2 1st century and creates the conditions for sustained economic 
growth. The budget also makes critical investments in our dome.stic and national security 
priorities while adhering to the bipartisan budget agreement signed into law last fall, and it lifts 
sequestration in future years so that we eontinue to invest in our future. 

Within these constraints, the FY 2017 Treasury Budget supports key Administration priorities to 
(i) further our national security interests, (ii) to invest in Treasury’s cybersecurity infrastructure 
and financial intelligence activities — including efforts directed at ISIL — and (iii) to make 
strategic investments in the IRS to provide the level of eustomer serviee and privacy protections 
that Americans expect and deserve. And it supports investments in America’s small businesses 
and distressed communities to help grow the economy and ensure that all Americans benefit 
from growth. Finally, the FY 20 1 7 Treasury Budget makes a number of investments to support 
the ability of both our domestic and international offices to further Treasury’s mission. 

Investing in Cybcrsccurity 

Cybersccurity is one of the most urgent challenges facing the Treasury Department and the 
country. Treasury’s Budget Request proposes a new $1 10 million department-wide 
cybersecurity enhancement account to focus Treasury’s cybersecurity efforts, improve IT 
management across our bureaus, and increase our ability to protect against and respond to cyber 
threats. The proposed investments will enhance electronic authentication procedures for access 
to Treasury digital services, expand existing security systems on internal networks and public 
websites, and safeguard data across the department. 

Investing in National Security and Protecting the Financial System 

Treasury’s financial intelligence, sanctions policy, and enforcement activities support U.S. 
national security interests and help protect the financial system from illicit use. Treasury’s 
request provides $117 million for the Office of Terrorism and Financial Intelligence (TFI) to 
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oversee and marshal Treasury's intelligence, enforcement, and economic sanctions functions. 

The request reflects Treasury’s continued efforts to combat rogue nations, terrorist facilitators, 
money laundering, drug trafficking, and other threats to our security. These efforts include 
disrupting ISIL's finances, enforcing sanctions against Iran and North Korea, and enhancing 
global financial transparency. 

The request also includes $115 million for the Financial Crimes Enforcement Network (FinCEN) 
to support Treasury’s efforts to safeguard the financial system from illicit use, combat money 
laundering, and support national security interests through the collection, analysis, and 
dissemination of financial intelligence and the strategic use of FinCEN’s authorities. 

Investing in the IRS and a Fairer Tax Systtem 

Treasury’s request includes strategic investments in the IRS that will improve serv'ice to tens of 
millions of taxpayers and reduce the deficit through more effective tax administration. I 
appreciate the increase provided by Congress in FY 2016; however, the IRS remains severely 
underfunded. 

The IRS collects more than 90 percent of federal revenue and interacts with millions of 
Americans every day. Despite its crucial role and growing responsibilities, the IRS budget is 
nearly one billion dollars lower than it was in fiscal year 2010, while the volume of income tax 
return filings has increased by nearly 7 percent. Budget reductions at the IRS cost the country 
billions of dollars each year in lost revenue, contribute to inadequate customer service for 
taxpayers, and leave cybersecurity protections necessary to protect taxpayer data underfunded. 

A sustained deterioration in taxpayer services combined with diminished enforcement capacity 
could create serious long-term risk for the U.S. tax system. 

Our request provides a $530 million increase above the FY 2016 enacted level to protect the 
integrity of the lax system, fairly enforce the tax code, and provide adequate levels of taxpayer 
services. With these investments, the IRS will increase staffing for traditional taxpayer services, 
improve the quality of assistance available to taxpayers who call the IRS, and bolster defenses 
against stolen identify refund fraud. In FY 2015, full-year telephone level of service plunged to 
just 38 percent. With the additional funding received in FY 2016, we expect to reach 47 percent 
thi.s year and with full funding in FY 2017, we could bring that level back to 70 percent. The 
budget also invests in new IT architecture that will enable the IRS to continue to modernize and 
secure its online services and provide taxpayers with an experience comparable to what they 
have come to expect from financial institutions. 

Treasury’s request also proposes an additional $515 million increase in FY 2017 through a 
program integrity cap adjustment to support efforts aimed at increasing enforcement of current 
tax laws, investigating transnational organized crime, rooting out abusive tax schemes, and 
enforcing the Foreign Account Tax Compliance Act (FATCA). Targeted investments to fully 
fund enforcement initiatives through the cap adjustment are expected to return roughly six 
dollars to the government for every dollar invested and reduce the deficit by $46 billion over the 
ten-year budget window. 


2 



318 


EMBARGOED FOR DELIVERY 


Investing in Economic Growth and Opportunity 

The President’s Budget lays out a vision for what we need to do as a country to grow the 
economy and ensure that ail Americans share in the benefits of economic growth. Treasury’s 
request outlines key investments in evidence-based programs that will support America’s small 
businesses, working families, and distressed communities. These investments will help drive 
economic growth, create jobs, and provide access to essential financial services. 

Treasury’s request includes $246 million for the Community Development Financial Institutions 
(CDFI) Fund to promote economic development investments in America’s low-income and 
underserved communities. Included in this request is $10 million for a new Small Dollar Loan 
Program, which will support broader access to safe and affordable financial products and 
encourage community institutions to provide alternatives to predatory lenders. The request also 
proposes to extend the CDFI Bond Guarantee program to facilitate the provision of long-term 
capital to financial institutions operating in underserved communities, at no cost to taxpayers. 

The budget also includes a series of mandatory proposals to facilitate private investment in our 
nation’s infrastructure, investments in small busine,ssJob creation, and partnerships with private 
industry and local governments to promote stable income and sustainable savings practices for 
working families. 

Investing in Infrastructure 

The budget establishes a new Financing America’s Infrastructure Renewal (FAIR) program 
within Treasury that would provide direct loans to U.S. infrastructure projects developed through 
public-private partnerships. Eligible projects under the program w'ill encompass the 
transportation, water, energy, and broadband sectors, as well as certain social infrastructure, such 
as educational facilities, and must meet all applicable environmental and labor standards. The 
program is estimated to provide $15 billion in direct loans over 10 years at no cost to taxpayers. 

Supporting Small Businesses 

The budget includes a new authorization of $1 .5 billion for the State Small Business Credit 
Initiative (SSBCI) to build on the momentum of the program by strengthening the federal 
government's relationships with state economic development agencies and providing capital to 
America's diverse community of entrepreneurs. Since enacted in 2010, SSBCI has supported 
over 12,400 private-sector loans or investments in small businesses and helped create or retain 
over 140,000 jobs. 

Encouraging Projects that Pay for Success 

The budget includes a $300 million one-time mandatory appropriation for a new Pay for Success 
(PFS) Incentive Fund administered by Treasury. This program will support the growing number 
of state and local governments seeking to establish projects that use PFS financing. These 
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projects leverage private investment to provide preventive social services that measurably 
improve outcomes for families and communities while generating value to the government, 
including savings. The PFS Incentive Fund will help to strengthen the ability of state and local 
governments to achieve measurable impact for people and communities. 

Financial Innovation for Working Families Fund 

The budget includes a $100 million mandatory fund for Treasury to encourage the development 
of innovative private-sector financial products and services that would help low- to moderate- 
income workers build up "rainy day” reserves. The reserves would provide these workers and 
their families with a buffer against shocks to income and spending needs. 

Allotment for Puerto Rico EITC Payments 

1 appreciate the committee’s inclusion of technical assistance authority for Puerto Rico in last 
year’s funding bill; however, more needs to be done. While the economic health of our nation 
has improved dramatically since President Obama took office, Puerto Rico’s economy continues 
to suffer. Their unemployment remains above 12 percent. Outmigration continues to accelerate. 
And the Commonwealth’s debt is unsustainable. As a result, the Administration proposed a 
comprehensive plan to address Puerto Rico’s financial challenges, and we encourage Congress to 
act with the haste this crisis requires. This must begin with legislation to permit a financial 
restructuring along with new oversight, neither of which cost any taxpayer dollars. 

The budget proposes a $600 million annual allotment, indexed to inflation, to create a 
refundable, locally-administered Earned Income Tax Credit (EITC) for residents of Puerto Rico. 
Unlike Americans living in the 50 states and the District of Columbia, residents of Puerto Rico 
are not eligible for an EITC, Given Puerto Rico’s low labor force participation rate, the 
existence of an EITC should increase employment in Puerto Rico’s formal sector by providing 
higher incomes to workers who file taxes. This added incentive for participation in Puerto 
Rico’s formal economy should also increase Puerto Rico’s tax compliance and tax revenues. 

Other Investments in Support of Treasury’s Mission 

The request includes new investments in Departmental Offices to support Treasury’s economic 
and financial policy, and general management. These targeted investments will allow Treasury 
to improve risk management, enhance Treasury's analysis of complex tax and economic data 
sets, and effectively implement the Digital Accountability and Transparency Act (DATA Act). 

Finally, while not under this subcommittee’s Jurisdiction, 1 also want to highlight Treasury's 
International Programs Budget Request. The request provides a cost-effective way to continue 
U.S. leadership in international development, advance national .security, and expand export 
markets for American businesses. The request promotes international financial stability and 
supports key global initiatives such as economic development, poverty reduction, improved food 
security, and climate change mitigation and adaptation. 
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Conclusion 

In closing, 1 want to thank the talented team of public servants at the Treasury Department. They 
are dedicated to the work of the department and committed to the American people. 1 am proud 
to represent them here today, and on behalf of these hard-working men and women, 1 want to say 
how much we appreciate the support of this committee. 

Thank you, and 1 look forward to answering any questions that you have. 
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Mr. Crenshaw. Well, thank you, sir. And we will start with the 
questions, and we will observe the 5-minute rule if we can, just so 
we can have everybody ask a series of questions. And I think we 
will have time for another round after that. 

But let me start, Mr. Secretary. I mentioned in my opening state- 
ment about this new agency called FSOC, which you are the chair- 
man of, and as you and I talked last year about one of my concerns 
that there is not a lot of transparency in this whole designation 
process, and I think your point last year was, well, it is really — 
it is kind of a binary decision. We either designate somebody or we 
don’t designate somebody. 

And I guess the question becomes, isn’t it more important to 
mitigate the risk than it is to simply designate someone. And so 
this subcommittee, last year, adopted some language that I pro- 
posed to say, before you go out and designate someone, you would 
maybe let them know what FSOC thought the potential problem 
was, ^ve them an opportunity to understand what the problem is, 
and give them an opportunity to actually derisk or cure that prob- 
lem, and still, FSOC would have the final authority as to whether 
to designate that institution as a SIFI or not. 

And particularly in terms of nonbanks. It is understandable, 
more so, in the big banks, the Too Big to Fail concept, I think that 
is what gave rise to this whole SIFI designation, but when you get 
into nonbanks, life insurance companies, or asset managers, this 
lack of transparency is still a concern, I think, to me and to this 
subcommittee. 

So talk a little bit about that. I mean, isn’t it more important? 
We want to have an economy, we want to have capital markets 
that are safe and secure, and that is more important, mitigating 
the risk there than simply designating people either SIFI or not a 
SIFI. Wouldn’t you agree that that really is the goal? 

Secretary Lew. Mr. Chairman, the goal of FSOC is to keep an 
eye on risks to financial stability and to, when necessary, designate 
firms for a level of scrutiny that is appropriate to the level of risk 
that they present. 

Since we talked last year about this, and we have had some con- 
versations in the middle, we have actually taken steps to provide 
more information earlier in the process to entities that are being 
reviewed. We have very intense back and forth conversations with 
them. They know exactly what the analysis is. They present a lot 
of information, and there are not dozens or hundreds of nonbank 
designations. 

There is less than 10, and they are firms that are very large 
firms. They are amongst the largest financial institutions in the 
world. And I think we ought to remember that the financial crisis 
didn’t begin exclusively in regulated banks. It actually had its 
roots, in part, in some nonbank financial institutions like AIG, 
which was designated early on in the process. 

We have gone through the process listening and learning as we 
go along. I think we have been very prudent and made only a very 
small number of designations, because this is not an authority that 
should be seen as potentially a risk to small institutions that do 
not present the kind of financial stability risks that FSOC was 
meant to keep an eye on. 
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I am happy to continue the conversation. Obviously, FSOC is still 
a young organization. I think it has performed very well and very 
prudently, and I think we are in a better place today because we 
have more visibility into these very significant institutions that are 
now scheduled to be reviewed in an appropriate way. 

Mr. Crenshaw. You mentioned that you are having those con- 
versations, and particularly, in terms of the nonbanks, and there 
was, I know life insurance companies have been designated. There 
was some concern that some of the asset managers, and the ques- 
tion would become, what risk they posed overall, in terms of there 
are other people’s money that is being invested. They don’t seem 
to pose the same kind of risk, but if you are having those kinds 
of conversations, do you agree that the language we added last 
year, does that make sense that as you move forward in these dis- 
cussions, that you would come to a point where you would give cre- 
dence to that language to say we will sit down with you, if you are 
having those discussions. 

And if these are areas of concern, I want to make you aware, Mr. 
Institution, of those concerns, give you an opportunity to look at 
them and say, maybe we can help mitigate that risk, and if so, does 
that make sense to have that kind of process so that before you just 
designate them, you at least let them know — it sounds like you are 
trying to do that now. 

Secretary Lew. Yeah, that 

Mr. Crenshaw. But why not codify that so that it gives them 
some — I guess some comfort, that they are just not going to wake 
up one morning and somebody says, well, you are now a SIFI? 

Secretary Lew. So I think the way the process works, there is a 
great deal of visibility into what the analysis is, and in each of the 
firms that have been designated, the issues are core to what the 
businesses are. So it is not as if they are small kind of bolt-on busi- 
nesses that if you sold this small business, it would change the fun- 
damental shape of the firm. 

I do not think that there is a mystery as to why the firms were 
designated. Some firms may choose to restructure their business 
activity because it is in their business interest to do so. We already 
have seen one of the designated firms, though they have made the 
case that it is not at all because of a desire to get out of the SIFI 
designations, but because of a core business decision, to separate, 
become a manufacturing company, not a financial services com- 
pany. That will be reviewed by FSOC fully and transparently to 
the company in the next year’s review, if those transactions go for- 
ward. 

So I do not think there is a lack of transparency or lack of infor- 
mation. What I think we do have to be careful about is creating 
more procedural hoops and potential delays. It is roughly a 4-year 
process from the beginning to the end for a designation. 

I think that a financial crisis does not give you 10 or 20 years 
of warning. I think we have a process that is very deliberative, 
very thoughtful, very iterative, and interactive with the parties 
that are being reviewed, and I would be very cautious before put- 
ting any overlay of new procedural requirements that become the 
basis for delay or prolonging the process. 
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There is one party that has challenged the designation in court. 
That will be resolved by a court. That is how the law was set up, 
and the court will decide. But I think to add additional procedural 
hoops would frankly put us at risk of missing a target for designa- 
tion when it is timely to prevent a problem. 

As I said in my initial response, it is not like there are dozens 
or hundreds of firms that are on the edge of being designated. This 
has been used very judiciously for only the very largest firms, and 
it is a very long process that permits a great deal of visibility by 
the party that ultimately is subject to review. 

Mr. Crenshaw. Well, it seems like then, we tend to agree, that 
it gives you, both FSOC and the institution, an opportunity to miti- 
gate that risk. Now, it sounds to me like that is what you would 
like to see happen. You may not want to write that down, but that 
is what you are doing today, and again, it is important to mitigate 
risk, not just to designate. You would say, look, if you can mitigate 
the risk, that is probably better than just getting designated and 
staying there forever, which brings up another question, just very 
briefly. 

After somebody has been designated a SIFI, is there any way to 
get undesignated a SIFI? 

Secretary Lew. Yeah. 

Mr. Crenshaw. Because once again, it seems to me, from your 
standpoint, as the regulator, what you would want to do is to say 
if there is some risk involved, we want to tell you about it, we will 
designate you, but we would really rather you mitigate the risk 
and not be designated, and so I wonder, will there ever be a way 
to get undesignated if all the mitigation takes place and the risk 
has gone away? 

Secretary Lew. There is an annual review of each designation 
based on submissions made by the designated firm, and that is a 
real review, so 

Mr. Crenshaw. Has anybody ever been undesignated? 

Secretary Lew. No one has been undesignated, but I think that 
there is a full understanding that if there is a material change in 
the business plan, then the basis for being reviewed and for the 
designation being reviewed is very real. We have not seen some- 
thing come up for review where there has been a significant change 
in the business plan. I anticipate that that may well happen in the 
coming period of time. 

It is not our job to decide what the size of the firm should be. 
That is a business decision the firm makes. If their level of risk 
goes down, on review, and they don’t meet the threshold, that is 
a basis for deciding the designation should not go forward. 

So we do not start out with a desire to have more firms des- 
ignated. We start out with the mission mandated by the act, for us 
to look at whether there are significant risks to the financial sta- 
bility, and if so, to make the appropriate designations. 

I think that it has been used in a very cautious way, and it is 
something that we can be proud that we have now created the abil- 
ity to see what is going on at firms that are large and have that 
kind of systemic impact. If firms change their business plan and 
they are no longer presenting that kind of a profile, we would re- 
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view it and make a different judgment, but that is really — that is 
the process. 

It exists, and I don’t know whether it will be in my tenure, be- 
cause we are in the last year, but I have full expectation that if 
there is a major change of business plan, it would be reviewed, and 
that determination could go one way or the other. 

Mr. Crenshaw. I am encouraged to hear that I think when 
FSOC got created and you became the chairman, nobody knew ex- 
actly what was going to happen. And I think some of the early indi- 
cations, early actions were that all you can do is say yes or no, and 
now it sounds to me like there is an evolution of a process, and we 
are just trying to help bring that along. And if the proposal is to 
write that down, that doesn’t get in the way of the overall regula- 
tion. We hope we can move in that direction. So thank you for that. 

And now I would like to turn to Mr. Serrano. 

Mr. Serrano. Thank you, Mr. Chairman. To your surprise, I ac- 
tually understood that argument. It got a little interesting for 
awhile. I thought we were talking about designating minor league 
ballplayers back to Triple A or something. 

But Mr. Secretary, let me bring you back to what, you know, is 
taking so much time, and rightfully so, in my community, both in 
New York and in the Commonwealth of Puerto Rico. In trying to 
help in the omnibus bill, we gave some technical assistance lan- 
guage, including economic forecasting, budgeting, cash manage- 
ment, spending controls, information technology upgrades, 
multiyear fiscal planning, revenue, and expenditure projections, 
improving tax collections, and grant management. 

What are you doing with that new authority? What progress has 
been made? And is there any new authority the administration 
needs and is looking for? 

Secretary Lew. Congressman, as you know, before that author- 
ity — 

Mr. Serrano. And I want to take this opportunity again to 
thank you for all you have done. You have understood and, I think, 
you have made many, in the administration, understand the impor- 
tance of not letting one of the territories fall apart. In the past, I 
can tell you as an appropriator, and this chairman happens to be 
very good at it, and the full committee chairman in helping us, but 
the territories are seen as something else. 

This morning I was watching one of the major stations, and they 
are saying, well, Hillary has won this, and Trump has won that, 
and Bernie has won that, of course, we are not counting the terri- 
tories. I say, well, why not, they have delegates, too, and they gave 
delegates to the candidates, and that is part of the attitude. We 
never count the territories. 

Secretary Lew. Congressman, my view, and the view of the 
President is that we are talking about what happens to 3-and-a- 
half million American citizens, many of whom are veterans, many 
of whom have served their country, all of whom deserve the same 
attention that Americans living on the mainland do, and that is 
how I have approached it, in terms of what resources we put into 
dealing with it. 

Before the law was passed, we were working closely with Puerto 
Rico for quite a period of time, informally advising them, but doing 
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it within the limits of what we could do with an authority that did 
not give us the ability to provide them, kind of in-place technical 
advisers. I think that was helpful to them, but frankly, they had 
a need for more. 

Since the law was enacted, we have assigned technical advisers, 
the kinds of people that we use in our international programs in 
the Office of Technical Assistance who are very skilled at going into 
a government, seeing where problems are, helping to design solu- 
tions, train people to do the work, and then leave, and leave in 
place an infrastructure that is stronger. 

As I travel around the world, I cannot tell you how much praise 
I hear for the work that those folks do. Now, Puerto Rico is part 
of our country, so this is not an international program. We did not 
have the authority to send people into a subdivision of the United 
States. The law gave us that ability. We now have a team there 
that is working on a range of issues, including revenue collection, 
including keeping their books in a way that is more straight- 
forward, and we are looking for opportunities of how to expand it. 

In general, these are small teams. You know, you go to a foreign 
country and we will have 2 or 3 people there, and they do an enor- 
mous amount of work. This is something we are dedicating the re- 
sources that we need, and we will find the people as the needs ex- 
pand. 

I have a lot of confidence that we will do good constructive work, 
but I do not want to suggest that technical assistance alone can 
solve the problem. There is a deep problem in Puerto Rico right 
now, which is one of insolvency. There is more debt than the Com- 
monwealth can repay. The Commonwealth’s budget is heavily bur- 
dened by debt payments and healthcare payments, and that is why 
the proposals we made on Medicaid reimbursement are so impor- 
tant. 

The time-critical issue right now is that in May and July, Puerto 
Rico faces very large bond payments, which they do not appear to 
us to be able to meet. Action needs to be taken in a timely way, 
so that in the May, June, July period, we do not see a disorderly 
unwinding of Puerto Rico. Not only will that endanger the well- 
being of 3.5 million Americans, but it puts at risk all the bond- 
holders who will not benefit if the island does not have money to 
pay back their obligations. 

So an orderly workout process, with an oversight authority, is 
critically important. I appreciate the Speaker’s commitment to have 
action taken in the first quarter of the year. We have been working 
closely with everyone on this, but the time to act is now. 

Mr. Serrano. Well, you personally answered one of my other 
questions, which was, within which you are allowed to tell me in 
public, what you are allowed to tell us in public, what role are you 
playing in the Speaker’s promise, which we know he will hold and 
keep, to have something ready by the end of March, or the begin- 
ning of April? 

Secretary Lew. Well, since the end of last year, we have provided 
technical assistance to any committee of Congress that was looking 
to deal with the problem, the crisis in Puerto Rico. I just have to 
say, the crisis is not a future one. It is a present one. Right now 
schools are closing, hospital wings are closing, millions of people 
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are looking at whether they can leave the island. It is at a rate 
that is not sustainable. The economy will just be destroyed if peo- 
ple leave at the rate that they are leaving, and we are providing 
technical support. 

We cannot write the law. The committees will have to write the 
law. I certainly hope that the process leads, in the next weeks, to 
the kind of process that all stakeholders can trust as being fair. We 
have never advocated a one-size-fits-all approach. We understand 
that there are different interests that have to be balanced, but it 
has to be informed by legislation because there is no structure for 
the orderly restructuring of Puerto Rico’s debt. 

It does not have bankruptcy protection. There is nothing in the 
contracts that provides for it. This would go through the courts, 
and it would take 5 or 10 years to be resolved, and in that time, 
Puerto Rico’s economy would just be destroyed. 

Mr. Serrano. Mr. Chairman, just in closing, am I to gather, 
from your information, from what you told us, that there is a sense 
of urgency on the part of many Members of Congress, some who, 
perhaps in the past, were not engaged with Puerto Rico in any 
way, that this is an important issue that has to be dealt with? 

Secretary Lew. I have to say. Congressman, having talked to 
probably over 100 Members of Congress, since November, on Puer- 
to Rico, the level of urgency that I perceive today is much broader 
on both sides of the aisle. There is an understanding that these 
May and June payments are just not manageable. Obviously, the 
challenge is getting through the congressional process with some- 
thing that can get bipartisan support. I hope that that can be 
achieved within the next few weeks. 

Mr. Serrano. Thank you. Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. Mr. Yoder is recognized. 

Mr. Yoder. Thank you, Mr. Chairman. Mr. Secretary, welcome 
to the committee. I appreciate your testimony. I certainly appre- 
ciated the dialogue you were having with the chairman regarding 
SIFIs, in particular, mutual funds. And I think the point that, you 
know, I would like to associate myself with comments the chairman 
made and just add to that. You know you hold, Mr. Secretary, and 
you know, government regulators hold the power. 

Over 90 million Americans have funds invested in mutual funds. 
If you have got a pension or a 401(k), this could affect you, and it 
is a pretty significant impact on a lot of folks’ retirements. Wall 
Street Journal wrote last year that it could have a 25 percent re- 
duction of your ultimate retirement benefits. I mean, that is huge, 
to knock down someone’s retirement benefits by 25 percent. Arid 
you also end up making those mutual funds, which many of us be- 
lieve aren’t banks and aren’t going to cause a meltdown, you make 
them now back up other SIFIs that might actually cause a prob- 
lem. Now those mutual funds are potentially at risk. 

So I think one could argue, Mr. Secretary, that you could actu- 
ally make our constituents’ retirement accounts more at risk, not 
only less, and so I just want to reiterate that. 

Secretary Lew. Congressman, if I could just 

Mr. Yoder. Yeah, please. 

Secretary Lew [continuing]. Respond quickly. 

Mr. Yoder. Real quickly. 
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Secretary Lew. We have been working on asset managers for 
quite a while now in FSOC. We started out by reviewing individual 
firms. We made the decision that what we really needed to do was 
look at activities that presented risk. We are continuing that. The 
Securities and Exchange Commission (SEC) has some draft rules 
out. Our analysis is obviously going to take cognizance of the work 
that the SEC is doing. 

But the questions that we have to ask are: Is the migration of 
enormous amounts of financial resources into whether it is, mutual 
funds, or hedge funds, or other kinds of nontraditional financial in- 
stitutions, creating the kinds of risks that could lead to real finan- 
cial stability questions? That is the question we are asking. 

Mr. Yoder. And I think that is a very appropriate question to 
ask, and I think many. Wall Street Journal and others, have ana- 
lyzed that and said the answer is no, and that actually by bur- 
dening 90 million Americans with these new regulations, and cap- 
ital requirements, potentially, you actually lessen their retirement 
outcomes. Right, so that is a cost that they are going to bear if you 
go forward because 

Secretary Lew. The financial crisis was not good for people’s 

Mr. Yoder. Well, but — 

Secretary Lew [continuing] Retirement accounts. 

Mr. Yoder. Right, but 

Secretary Lew. And that is probably 

Mr. Yoder. But punishing people 

Secretary Lew. And that is what we have to try to avoid. 

Mr. Yoder. But punishing people that weren’t part of it, you 
know, our 

Secretary Lew. We are not trying to punish anyone 

Mr. Yoder. Well, it would be 

Secretary Lew. We are trying to make sure they do not get pun- 
ished — 

Mr. Yoder. Well, if you punish my constituents by making them 
have to back up other risky transactions, and their transactions 
aren’t risky, you put them in that same pool, now 90 million Amer- 
icans, their retirement accounts are at risk because they are back- 
ing up other SIFIs, number one, and number two, the capital re- 
quirements then, according to the Wall Street Journal, could re- 
duce their net retirement benefits by 25 percent, so we can agree 
to disagree, but I want 

Secretary Lew. We do not have a plan, so it is not like 

Mr. Yoder. I understand. I understand. 

Secretary Lew [continuing]. I am sitting here advocating some- 
thing. The question is when we have to ask 

Mr. Yoder. Too many other things to make sure you are taking 
in consideration. 

Secretary Lew. Yeah. 

Mr. Yoder. OK. Mr. Secretary, it is my understanding the Treas- 
ury Department has failed to comply with the House Financial 
Services Committee’s May 11, 2015, subpoena for records per- 
taining to the administration’s debt ceiling contingency plan, which 
records were first requested in December 2013, and the House Fi- 
nancial Services’ Too Big to Fail investigation first requested in 
June 2013. 
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It is my understanding the Treasury Department has also failed 
to comply with several of the Financial Services Committee’s infor- 
mation requests, including those pertaining to FSOC designation 
processes. 

Is the Treasury Department withholding subpoenaed and re- 
quested records from the Financial Services Committee? 

Secretary Lew. There are conversations going on now, as there 
always are, when there are subpoenas’ between counsel, and they 
are trying to work through these issues. 

Mr. Yoder. So Mr. Secretary, you have not denied that you are 
withholding documents, and so will you 

Secretary Lew. No, I said we are engaged in a process with the 
committee. 

Mr. Yoder. Will you commit to our committee, to this Financial 
Services Committee today to promptly producing all the subpoe- 
naed requested records? 

Secretary Lew. As always, there are questions of what is appro- 
priate, and that is what the counsels are working through. 

Mr. Yoder. So you won’t commit to producing all the documents? 

Secretary Lew. Well, we only commit to doing what is appro- 
priate. 

Mr. Yoder. Well, part of the requirement is that the committee’s 
request require, either your counsel to either certify that you pro- 
duced all the records located, or after conducting a search, reason- 
ably calculated to locate all responsive records, have you and your 
counsel made the required certification? 

Secretary Lew. I will have to check with counsel where we are 
right now in the process. 

Mr. Yoder. Do you as Secretary, do you intend to ever certify 
completion? 

Secretary Lew. Congressman, there are conversations going on 
now, as they always do, when there are requests like this, and 
when there are subpoenas. I am not going to answer a hypo- 
thetical. We hope 

Mr. Yoder. That is a very direct question. Will you ever respond 
to the Financial Services Committee subpoena? 

Secretary Lew. Well, we have discussions going on. 

Mr. Yoder. I understand there is discussion. We are having a 
discussion right now. 

Secretary Lew. Right. 

Mr. Yoder. And I am asking you a direct question. 

Secretary Lew. The outcome 

Mr. Yoder. Can you tell this committee will you comply? 

Secretary Lew. Based on the outcome of those conversations, we 
will take appropriate actions. 

Mr. Yoder. So you won’t tell us whether you will comply. 

Secretary Lew. Well, I 

Mr. Yoder. Even if you are not going to comply, you still cer- 
tify — I mean, when does this end? When will you resolve this issue? 
I mean, this has been going on since 2015. Some of these requests 
are 2013. 

It is very hard for the House and the administration to work to- 
gether if we can’t get cooperation in responding to congressional 
subpoenas. 
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Secretary Lew. Yeah. And that is why 

Mr. Yoder. It is very frustrating to the process. It breaks down 
trust and the ability to do our jobs. 

Secretary Lew. The appropriate place for that conversation to 
take place is where it is taking place. We are trying to resolve 
these issues. I certainly am hopeful that we will be able to resolve 
them. I just cannot respond to a hypothetical. 

Mr. Yoder. Well, they are not hypotheticals. They are direct 
questions. I wish, on behalf of the Financial Services Committee 
and our efforts, to understand these issues, that you would comply 
with these subpoenas and do so in a timely fashion so we can do 
our job, and I appreciate your testimony. Thank you, Mr. Chair- 
man. 

Mr. Crenshaw. And I think you know, we expect you to do this, 
and we appreciate it. 

Mr. Quigley. 

Mr. Quigley. Thank you, Mr. Chairman. Welcome, Secretary 
Lew. 

Secretary Lew. Good to be here. 

Mr. Quigley. Deep breath. In January, Secretary Kerry said 
that — he indicated that if Iran is found to be funding terrorism, 
they are, quote, “going to have a problem in the U.S. Congress.” 
Can you provide an update on Iran’s current terror finance appa- 
ratus and speak to what the Treasury is doing to monitor and fol- 
low up with sanctions on Iran? 

Secretary Lew. So, Congressman, we, as you know, have contin- 
ued to maintain all the non-nuclear sanctions, even after Iran com- 
plied with the nuclear agreement, so the sanctions on terrorism, 
the sanctions on regional destabilization, the sanctions on human 
rights violations remain in effect. 

Treasury has the responsibility to implement many of those sanc- 
tions, and we have continued to review, in each area, to identify 
and desi^ate parties. We have designated a number of parties in- 
volved with Hezbollah. We are continuing to look at these activi- 
ties. As we build a record that warrants designation, we will con- 
tinue to take actions. 

The nuclear agreement was very important. It set back Iran’s de- 
velopment of a nuclear weapons program, and I think, has greatly 
added to the security of both the United States and the world. But 
Iran still engages in very malign activities, including support of 
terrorists. We will continue to find the places where we have the 
ability to take action. 

I would just note that even when the most severe nuclear sanc- 
tions were in place, it was very difficult to stop the flow of all 
money to terrorists and to regional destabilization, and we are 
going to continue to work on it as we did before. 

Mr. Quigley. Yeah, I mean, can you evaluate, to the extent you 
can publicly, the agency’s ability to monitor this? It is a com- 
plicated world. Iran is elusive. 

Secretary Lew. Well, look, we have an excellent group of intel- 
ligence analysts and investigators who, I think, do just an incred- 
ibly good job. They punch way above their weight. They are broadly 
respected in the national security community for that. They can 
only operate based on information that they have access to. 
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It is hard information to get. It requires a cooperation with our 
broader intelligence community, which is very good, very strong, 
and people work day and night and weekends. They are committed. 
There is a passion in our team. 

Mr. Quigley. I assume that after the Iran deal, and the first 
level of compliance, that there was a lot more work to be done, 
given the anticipation. It wasn’t as much money as most had said 
that was going to be released or made available because it was tied 
up in so many other things, but are you gauging more activity after 
this compliance in effect, that resources, or more resources, are 
available to Iran? 

Secretary Lew. Well, actually very little of the money has flowed 
back to Iran at this point. It is something that we hear from both 
Iran and other countries about, that banks around the world are 
being very slow to respond to requests for money that is freed up. 
So the pace has not been a rapid one. 

The amount, as you noted, is much smaller than the kind of 
headline number because there is only about $58 billion of the 
roughly $100 billion that is theoretically available that could go 
back to Iran, because it is tied up overseas in ways that it cannot 
be released. Iran’s own estimate is more like $30 billion than $50 
billion, and very little of that has flowed back at this point. 

They have enormous domestic needs in Iran. When they talk 
about resuming oil production at historic levels, they are going to 
have to spend a huge amount of money rebuilding their infrastruc- 
ture for them to get back even close to old levels of production. 
They have been withholding salaries in sensitive areas like mili- 
tary salaries because they have been strapped for cash. 

All evidence we have is that they are still under enormous finan- 
cial stress. So I think, that the first dollars that go back, there are 
going to be a lot of domestic demands, so the money will not just 
flow into malign purposes. But I have to go back to what I said. 
Even when they were under the most severe nuclear sanctions, 
they were still finding resources to put in to support terrorism and 
regional destabilization, so I do not think we can assume that is 
going to stop, but I do not think it is going to grow to a level that 
is materially different than where it was, and we are going to do 
our level best to shut down the way the money flows to support ter- 
rorism as we have been doing over time. 

Mr. Quigley. Very good. Thank you. My time is expired. Thank 
you, Mr. Chairman. Thank you, Mr. Lew. 

Mr. Crenshaw. Before we turn to Mr. Amodei, we have been 
joined by the chairman of the full committee, Mr. Rogers, and I 
would like to ask him if he would like to make a statement. 

Mr. Rogers. Thank you, Mr. Chairman. I apologize for being 
late. We have got simultaneous hearings going on with these sub- 
committees, and I just left one across the hall. 

Mr. Secretary, it is good to see you. It is good to have you here, 
and I apologize, Mr. Chairman, again for running late here. 

Treasury’s budget, perhaps more than any other agency, should 
be viewed through the lens of the President’s entire budget request 
and the state of our Nation’s economy. As has been highlighted in 
recent months, deficit reduction and the reduction of our national 
debt is critical to our long-term economic and national security in- 
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terests. The annual deficit reached a high water mark at $1.4 tril- 
lion in fiscal year 2009, has since fallen to under $439 hillion in 
fiscal year 2015, largely, I might say, due to the hard work of this 
committee and this Congress. 

Since 2009, we worked to reduce discretionary spending by 
around $195 billion. Of note, mandatory outlays, including debt in- 
terest, has continued to increase significantly during the same time 
period. If we want to continue to reduce our deficit and chart a 
course for long-term economic security, we have got to get the man- 
datory side of the ledger under control. 

The President’s 2017 budget request proposes an increase of $2.5 
trillion in Federal spending and $3.4 trillion in tax increases over 
the next decade. Unfortunately, once again, there is sadly no lead- 
ership in addressing the challenges associated with ballooning 
mandatory spending. 

If we were to blindly follow the President down this path, by 
2020, our country would spend more money on interest payments 
on the national debt than we would on protecting and defending 
our Nation. This threatens to squeeze out all of the worthwhile pro- 
grams that many of our constituents care for, from transportation 
projects and medical research, to housing assistance, and homeland 
security. 

Mr. Secretary, I hope that you can shed some light on the admin- 
istration plans to address what, I think, is a looming crisis. 

The 2017 budget request for Treasury is $13.1 billion. That is a 
$1.2 billion increase over current levels. The majority of that pro- 
posed increase would be utilized by the IRS to implement 
Obamacare and the Foreign Account Tax Compliance Act for pro- 
gram increases and relies on a discretionary cap adjustment. There 
are a number of issues with this request, but two, in particular, 
stand out. 

First, the bipartisan budget agreement does not allow for a dis- 
cretionary cap adjustment for the IRS. As you know, that would re- 
quire a statutory change outside the jurisdiction of this committee 
that has been rejected by both the House and Senate Budget Com- 
mittees for 5 consecutive years. 

If the activities funded by the discretionary cap adjustment are 
important to the administration, then they should operate within 
the amount allowed under the bipartisan budget agreement. Mr. 
Secretary, the IRS needs to prioritize its spending like every other 
Federal agency. 

Second, I am very disappointed to see that the IRS budget pro- 
posal eliminates three administrative provisions that have been en- 
acted on a bipartisan basis for several years. Since the IRS tar- 
geting and spending scandals, appropriations bills have included 
prohibitions against targeting U.S. citizens for exercising their 
First Amendment rights, targeting groups for regulatory scrutiny 
based on their ideological beliefs, and making videos without ad- 
vance approval. We are dealing with taxpayers’ dollars here, and 
these provisions lay out what most people would consider common- 
sense policies. 

Finally, let me end my remarks, Mr. Chairman, on a positive 
note, by thanking you for maintaining the $5 million increase Con- 
gress provided last year to the Alcohol and Tobacco Tax and Trade 



332 


Bureau, as you mentioned, I think, in your earlier statements. This 
relatively small office at Treasury does great work on hehalf of the 
many distilleries in my State and around the country which sup- 
port a booming industry nationwide. This additional funding will 
help reduce the average processing time of distilled spirits’ labeling 
applications. 

So Mr. Secretary, it is good to have you here. Thank you for 
being here. 

Mr. Crenshaw. Thank you. Chairman Rogers. And now let’s 
turn to Mr. Amodei, and after that Mr. Rigell. 

Mr. Amodei. Thanks, Mr. Chairman. 

Mr. Secretary, I want to talk with you just for a minute about 
the health of community banks and CFPB and all that other sort 
of stuff. We have never met, so you have no reason to be familiar, 
but I represent the part of Nevada that isn’t Las Vegas, which 
translates to pretty rural neck of the woods, which translates to 
community banks, small credit unions, kind of an important part 
of our financial infrastructure. 

And I have got some information here that indicates that after 
the passage of Dodd-Frank, we have had a pretty rapid decline in 
the number of community banks in the country and that some of 
this is attributed to the actions of CFPB, which hasn’t, as you 
know better than I do, the folks that are on that, interesting 
groups of folks, but I am looking at a study here that is by the Har- 
vard Kennedy School, the “State and Fate of Community Banking,” 
which was February of last year that it came out and talks about 
some of the things they attribute it to. And a lot of it, a lot of the 
stress they attribute in the industry is to a regulatory one-size-fits- 
all policy, if you will, that is centered in CFPB. 

And so you are saying, well, OK, so they are not in touch or 
whatever, what is the problem, that sort of thing, but yet when you 
look at the information, in the report and who it is attributed to, 
community banks have lost market share at a rate double that be- 
fore the bureau’s existence. Information is in the Harvard Kennedy 
study. The study is based on data provided by the FDIC whose 
chairman sits on FSOC. According to CFPB itself, community 
banks are, quote: A lifeline to hard working families paying for 
education, unexpected medical bills, and homes. 

The loss of FSOC voting board. Federal Reserve Board of Gov- 
ernors, the loss of community banks could result in total loss of 
credit in some rural and small markets. 

And I will just do one more: Interpersonal relationships are the 
backbone of community bank lending, according to all of the above 
authorities, and CFPB promulgates one-size-fits-all rules that re- 
move the flexibility for community banks and credit unions to use 
judgment and work with their neighbors on lending. They do this, 
and this is, I think, the important part, in spite of the fact that 
community bank default rates hover around 3 percent, as opposed 
to larger bank rates of 10 percent. 

And so I am sitting here trying to process all this, and it is like — 
I guess first question is — I mean, when FSOC talks about signifi- 
cant economic harm and you talk about what has happened with 
community banks, even if you say, well, they are consolidating, it 
is OK. It is like, hey, that is a trend that for those of us who care 
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about small banking available, and other than the major financial 
centers, that appears to be going on without concern by the institu- 
tions that are below you. Tell me, how am I wrong in that analysis? 

Secretary Lew. Congressman, we share the view that community 
banks are very important to our communities, and I think the his- 
tory here goes back before the financial crisis. There had been a 
pattern of consolidation beginning, and it has continued. Some of 
it has to do with the structure of the industry. 

I think if you look at the whole range of prudential regulators, 
they have each taken a view that there should not be a one-size- 
fits-all approach, that where there are differences that are material 
because of size, there ought to be a recognition of that, and the 
flexibility that is built into many of the statutes should be exer- 
cised. 

I think that when it gets to issues of consumer protection, some 
of them are not size specific. I mean, to the extent that there is a 
clear way to put into plain English what a mortgage looks like so 
people know what they are signing, it is not a big or a small bank 
issue. 

The capital requirements for small banks, community banks are 
not the same as they are for large institutions, and we have been 
open to ideas like having less frequent reviews of smaller banks be- 
cause we do understand that there are differences. 

I have to say, in all candor, that there are a lot of large financial 
institutions that kind of present themselves as if they are commu- 
nity banks, and they are not. There have been proposals, for exam- 
ple, to change the threshold for enhanced prudential standards to 
$500 billion. That is not a small bank, and I think you know that. 
So we have to be really talking about small banks when we are 
talking about community banks. 

Mr. Amodei. Thank you for that. And I apologize for not man- 
aging your time the same way the chairman is getting ready to 
manage mine. 

So where I would like to end it, if I might, Mr. Chairman, is just 
to say I would like the ability to return to you outside of the com- 
mittee process and say, here are some examples of what we 
think 

Secretary Lew. Sure. 

Mr. Amodei [continuing]. And some of it may be just communica- 
tions between CFPB and the others, and kind of get your response 
to those. 

Secretary Lew. I would be happy to respond. 

Mr. Amodei. Thank you very much, Mr. Chairman. I yield back. 

Mr. Crenshaw. Thank you. 

Mr. Rigell. 

Mr. Rigell. Thank you, Mr. Chairman. 

And, Secretary Lew, thank you for being here and for your testi- 
mony today. 

I appreciate Chairman Rogers bringing up, though, our overall 
fiscal condition. It caused me to seek this office about 6V2, 7V2 
years ago, my first, because of my concern about our fiscal trajec- 
tory and our condition. And that is what I want to discuss with you 
briefly here. 
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Let me first say that I believe that both sides have contributed 
to this. I think the evidence is pretty clear on that. As a fiscal con- 
servative and as a Republican, I believe that we fought for this a 
lot harder, though, and I want to walk through that just a little 
bit. 

If I look at where we are on this growth, about 6 years of growth, 
our economy is cyclical, we are probably due for some type of cor- 
rection here in the future. And then interest rates, I am convinced, 
can only go one way, they can only go up. 

And all of this is really troubling to me. I think the consequences 
of us not addressing this are far more severe than, I think, most 
leaders in Washington. And I don’t say that with any hubris, like 
I have got some special insight into it. In fact, I hope I am wrong 
on all of this. But the evidence, I think, doesn’t point to that. 

Here is a quote by then Senator Obama in 2006: “America has 
a debt problem and a failure of leadership.” I mention that because 
I am mindful of the feeling that I had when I left the State of the 
Union address not long ago, and I thought about what he didn’t 
say. He didn’t really address our fiscal situation. I think he has 
failed to grasp our fiscal situation. I don’t say that in a partisan 
way. He is my President right now, right, and I was really dis- 
appointed in my President. I don’t think history is going to be kind 
to us. 

And I am going to give you time to respond to this and maybe 
you can tell me: Congressman Rigell, it is not as bad as you think 
it is. I am not sure how you can work through that, though, be- 
cause every trend is going the wrong direction. And I am convinced 
that your administration, the administration, and I would respect- 
fully submit that you as the Secretary of the Treasury have a duty 
to raise the alarm level here and put more a sense of urgency 
about this. 

And I want to give you some time to respond. And thank you for 
being here. 

Secretary Lew. Congressman, I think the economy is in far bet- 
ter shape than you have just described. I think that we are seeing 
very strong consumer demand, we are seeing housing come back, 
we are seeing job growth at very sustained, strong levels. 

We have a lot more work to do, but when it comes to our fiscal 
condition, you cannot compare where we are today to where we 
were 7 years ago, when we had a financial crisis and a recession 
driving the deficit, after a period of just building it up through pol- 
icy decisions, and we have reduced the deficit from 10 to 2.5 per- 
cent of GDP. 

Mr. Rigell. Let me say this. And I only cut you off because our 
time is so limited. Every administration official that has testified 
here, at least the ones that I have heard, there is always a back- 
ward looking — and, look, let’s just say I — let’s just even say hypo- 
thetically — I don’t — let’s just say I agree with that. What I am not 
seeing is this really fighting for mandatory spending reform. It is 
just not happening. It just isn’t. 

Secretary Lew. So, Congressman, if you look at the trajectory 
under our budget, even under the baseline for the next 10 years, 
we have restored stability to a situation that was out of control. 
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There is much more policy that needs to be discussed. It is not 
all mandatory spending. There are tax issues as well. We have 
done a lot to reduce the deficit. We have reduced discretionary 
spending. We have solved some of the tax problems, though not all 
of them. While I know we do not agree on the Affordable Care Act, 
through the Affordable Care Act we reduced spending on 
healthcare programs. 

So we have done a lot over these 7 years. We now have a founda- 
tion to work together. If we could get into a space for a bipartisan 
conversation like we had in the 1990s, perhaps we can make more 
progress 

Mr. Rigell. Well, part of this, the President has got to lead and 
make the case with every American that for us to get out of this, 
that there has to be the thoughtful and substantive reform on the 
mandatory side. I have not seen it. 

Look, I had an opportunity to speak to him once privately. I did. 
He said: Scott, what is on your mind? I said: Mr. President, we are 
not doing enough on this, we are not doing right by our children. 
And he is not fighting for it. I just haven’t seen it. 

And I know that the clock is ticking on the administration’s time, 
but I would implore you, just as a fellow American, to make this 
case, because if we don’t, we get on the flip side of debt, and we 
are about there right now, and then your lender starts telling you 
what to do. 

I thank you. And out of respect for my chairman, I think I will 
yield back. 

But thank you, Mr. Chairman. 

Secretary Lew. If I can just take 30 seconds. 

Mr. Crenshaw. Please. 

Secretary Lew. I have spent most of my professional life trying 
to point this country in the right direction on a fiscal path. I pre- 
sided over three surplus budgets. No other living budget director, 
no past budget director can say that. I understand the importance 
in the right time of having a balanced budget. 

Right now if you asked me what is the most critical thing for the 
economic future of this country, it would be getting a bipartisan 
consensus on things like building infrastructure, dealing with im- 
migration reform, doing the things that would build the foundation 
of our economy. Those are immediate pressing needs. I actually 
think we have some time to deal with these other issues. 

Certainly there is more work to do on the entitlement side, there 
is more work to do on the tax side. I think we have gone too far 
on the appropriations side. It was meant to trigger action on the 
other issues. It has incrementally had that effect. That is how we 
got an agreement last year and 2 years ago. 

So I think if you look at where we have come over the last 5 
years, in pieces we have put together many of the elements of what 
was once called a grand bargain. We have more work to do. We do 
have more work to do. But I think we are in a very strong place 
going forward. 

Mr. Rigell. I thank you for your testimony. 

And I thank the chairman for giving you that extra time. Thank 
you. 

Secretary Lew. Thank you. 
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Mr. Crenshaw. Thank you. 

And now I would like to recognize Ms. Herrera Beutler. 

And we are glad to see you back, your smiling face. 

She has been dealing with some family health issues. 

And we welcome you. And please proceed. 

Ms. Herrera Beutler. Thank you, Mr. Chairman. It is good to 
be back. And everything is going well at home. So it is exciting to 
get to come back and be a part of this hearing this morning, al- 
though I will tell you, some of these issues seem like repeats, like 
a little bit like Groundhog Day. I am going to switch gears a little 
bit and see if I can’t break myself out of the Groundhog Day feel. 

Thank you, Mr. Secretary, for coming. A number of my col- 
leagues have written you and Ambassador Froman about concerns 
relating to the data localization provisions of TPP that exclude the 
financial services industry, and I know you have commented on 
this. I understand you are working with the Trade Representative 
and regulators in the industry on the issue, and I just wanted to 
see if you could update the committee on where your efforts are. 

Secretary Lew. I am happy to. 

Data localization is something that as a general principle we 
have opposed in trade agreements. In things like electronic pay- 
ments, I put an enormous effort into making sure there were not 
data localization provisions, because it was pure and simple a trade 
barrier. It was either making it more expensive for a firm from the 
United States to do business there or it was a way to create local 
jobs, but it was not appropriate. 

In the case of financial services and prudential regulation, there 
is a very difficult issue, and it is one that I think there is a reason 
to be cautious on. That is, that prudential regulators need access 
to information in a timely way, and our experience has been that 
there have been moments, particularly in moments of crisis, when 
prudential regulators could not get the information they needed 
from international sources. 

Because we have a principled position that data localization in 
general is bad, we are working to see if there is a way to thread 
this needle to make sure that the prudential concerns can be ad- 
dressed without having it become something that could become a 
real problem for financial services companies. 

It is a hard needle to thread. The regulators are focused on it. 
We are trying to find a pathway there. And I have put a fair 
amount of my own effort into trying to make sure that it is taken 
very seriously. 

Ms. Herrera Beutler. So you think we could be somewhat close 
to reaching 

Secretary Lew. So, first we have to separate TPP from some kind 
of future policy. TPP is locked, and what you can do to change TPP, 
obviously, is very limited. There is the possibility of having some 
kind of side agreement, but I do not want to exaggerate what can 
be done with the 11 countries in TPP. 

We are looking to see is there something, particularly going for- 
ward, that would inform future discussions on things like the 
Transatlantic Trade and Investment Partnership (TTIP) and any 
other binational trade agreements, and that is where the vast num- 
ber of countries would come into play. 
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It is a complicated issue, so I am going to be cautious rather 
than being overly optimistic. But I can tell you that I have gotten 
the attention of all the regulators, they are looking at this, they are 
trying to find a way to thread the needle, and we are going to do 
the very best we can to work it through. 

Ms. Herrera Beutler. Good. Thank you. 

Switching again, recognizing the importance of protecting the fi- 
nancial services sector from cyber attack, which is a tall task. Do 
you agree there should be a coordinated approach among the regu- 
latory agencies and key stakeholders to cybersecurity regulation 
across the financial services sector? Because what we are seeing is 
siloed efforts, everybody’s coming up with their own solution, and 
with technology that is not going to work. So I would like your 
comment on that. 

Secretary Lew. Well, I actually do not think that it is true that 
they are all coming up with their own solution. There has been a 
broad embrace of the National Institute of Standards and Tech- 
nology (NIST) standards as being best practice, and there is a lot 
of coordination and discussion not to have conflicting standards. 

I think where the question comes up is each prudential regulator 
has its own supervisory approach, and how you take the standards 
and apply them in a supervisory context is something that is his- 
torically a challenge to coordinate, because each has slightly dif- 
ferent parameters. 

There are conversations going on to try and do as much as can 
be done to deconfiict there. I have asked my deputy secretary, 
Sarah Bloom Raskin, to take the lead for Treasury coordinating the 
cyber issues across the Department. She has put an enormous 
amount of time and energy into working both within the Depart- 
ment, where we have very substantial concerns, but also across the 
regulatory community. We get very senior-level participation in 
these coordinating meetings, and we now have legislation that 
gives us the ability to work more with the community outside the 
private sector. 

So it is a concern that we share. I cannot tell you that there will 
be no differences between how different prudential regulators do 
their oversight of banks, but there is very much an attempt to get 
best practices. 

Ms. Herrera Beutler. So it seems like you are saying that they 
are going to approach it from a different side from the oversight 
position, not that they are going to talk about creating their own 
standards. Is that the clarification? 

Secretary Lew. That is certainly where the goal is, to have as 
close to single standards as possible. We do not get to impose on 
prudential regulators their standards. It is really what they do by 
reference to a single standard like the NIST standard. 

Ms. Herrera Beutler. Got it. Got it. 

Secretary Lew. It is a serious question, and I appreciate it. 

Ms. Herrera Beutler. I think some of my challenges is we have 
heard, like, whether it is futures trading or whether it is the stand- 
ards — we have heard talk of different actual standards, not we are 
going to approach the way we administer it differently. And as you 
can imagine, it is hard enough in industry, but if the Federal Gov- 
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eminent can’t within one agency have the same standards, we’re 
going to have challenges. 

Secretary Lew. Part of the challenge is there is not a one-size- 
fits-all approach, because different platforms have different charac- 
teristics and requirements. So I think there will be inherent dif- 
ferences. The question is, do they all reference back to the same 
kind of core principles, which I believe they do, and if they do not, 
we need to keep working on it. 

There will be differences. Securities and banks have different 
systems because they do different things. So I do not want to sug- 
gest that we would have some arbitrary one-size-fits-all approach, 
that would not make sense. But the goal is to have as little conflict 
as possible. 

Ms. Herrera Beutler. Thank you. I yield back. 

Mr. Crenshaw. Thank you. 

Mr. Graves. 

Mr. Graves. Thank you, Mr. Chairman. 

Mr. Secretary, good to see you. Thank you for appearing before 
us. We are always grateful for your thoughtful and thought-pro- 
voking responses each and every time. 

I have about six questions. Most of them are very redundant and 
I suspect your responses may be redundant as well, but that is OK. 
I think it is important for the record. 

Following up on Mr. Yoder’s thoughts as well and our role as 
providing some accountability and assisting the Financial Services 
Committee as well in some of their responsibilities, could you just 
answer for us, why are you withholding subpoenaed internal Treas- 
ury records pertaining to the administration’s debt ceiling contin- 
gency plans? 

Secretary Lew. So, again, as I responded earlier, we have con- 
versations going on with the committee, our counsel and their 
counsel, and we are continuing to hope to resolve these issues. 

Mr. Graves. Thank you. And then the same, why are you with- 
holding subpoenaed records pertaining to the Financial Services 
Committee’s “Too Big to Jail” investigation? 

Secretary Lew. So I do not want to pretend to be deeply familiar 
with every request. I have to get back to you on that. 

Mr. Graves. OK. 

Secretary Lew. I mean, our general approach is always to work 
with the committee and try and find an appropriate accommoda- 
tion. But I will check on that. 

[The information follows:] 

Treasury is committed to working with Congress, including the House Financial 
Services Committee to provide the information needed to fulfill its oversight role. 
We have been working with the Financial Services Committee for several months 
to understand and accommodate its priorities related to its inquiry into criminal 
prosecutions of large financial institutions. We have made responsive documents 
available to the Committee. 

Mr. Graves. OK. Thank you. And very similar, why are you 
withholding the records the committee has requested pertaining to 
the processes the FSOC uses to designate and de-designate 
nonbank financial institutions as systematically important finan- 
cial institutions? 
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Secretary Lew. Well, obviously, I have testified widely on the 
subject, including here this morning, and we work with the com- 
mittees to try and provide appropriate information. 

Mr. Graves. Thank you. And then one other. On what legal 
basis — and this is maybe just sort of bringing it to an end — what 
legal basis are you withholding these records from the Financial 
Services Committee? 

Secretary Lew. So I am really going to have to just say we are 
leaving these discussions to the appropriate conversation between 
lawyers. 

Mr. Graves. Understand. And then one other related. On what 
legal basis of withholding the subpoenaed records relating to the $5 
billion in unlawful payments to insurance companies that has been 
requested by the Ways and Means Committee? 

Secretary Lew. I am sorry. I did not understand that last ques- 
tion. 

Mr. Graves. On what legal basis have you been withholding sub- 
poenaed request of records relating to the $5 billion in unlawful 
payments to insurance companies as requested by the Ways and 
Means Committee 1 year ago? 

Secretary Lew. So, Congressman, all of these requests are going 
through a process where lawyers are working through them. I will 
have to check on that specific request. I have not looked at it re- 
cently. 

[The information follows:] 

Treasury is committed to working with Congress, including the House Committee 
on Ways and Means, to provide the information needed to fulfill its oversight role. 
We have been working with the Ways and Means Committee for several months to 
understand and accommodate its priorities related to its inquiry into the cost-shar- 
ing reduction payments. We have made, and will continue to make over the next 
few months, responsive documents available to the Committee. 

Mr. Graves. Understand. And I just had a duty to ask those 
questions. 

Secretary Lew. Yeah. 

Mr. Graves. And I know you have a response there and a duty 
to respond as you have. And I guess for this committee’s sake, just 
trying to help us understand, what are the consequences of non- 
compliance or nonresponse to a subpoenaed request by standing 
committees of the House of Representatives? 

Secretary Lew. Well, look, I have always endeavored in my many 
decades of doing this to try and be responsive and to reach an ac- 
commodation that gives committees material that is appropriate. 
There are some materials that are not appropriate to be provided, 
for a variety of reasons. It depends on what the particular material 
is. So that is why I am avoiding giving an answer that would be 
very general. 

Mr. Graves. But is there a consequence to the agency, to you as 
Secretary or to the agency if you just choose never to respond? And 
this is a fair question. 

Secretary Lew. I think congressional oversight is an important 
function. We endeavor to provide appropriate information to sup- 
port congressional oversight and we certainly look for a relation- 
ship of comity with the committees that we deal with. So we al- 
ways endeavor to work through these issues. 
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Sometimes there is a request for information that is not appro- 
priate to provide, and we have in the past always been able to 
work through those issues. Obviously, Congress has some remedies 
of its own, and then there are issues of privilege that can some- 
times be invoked. But it always depends on the circumstances, so 
there is not a general answer. 

Mr. Graves. Understand. And so just let me point out to the 
committee here that many of these subpoenaed requests of records 
have been 1 year, 2 year, if not almost 3 years in the waiting from 
the Secretary and his associates, and the discussions, I guess, have 
been ongoing for that long as well. 

But one of the remedies to this as a committee, I would hope, is 
that we take this into consideration, that duly elected and ap- 
pointed committees of the House of Representatives have rightfully 
asked for records and have been denied those, because discussions 
are ongoing. But as we consider the request by the Secretary, I 
hope we take that into consideration. 

Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you. 

Now I would like to turn to Chairman Rogers for a question or 
two. 

Mr. Rogers. Mr. Secretary, since we divided off Secret Service 
into Homeland Security, does your Department retain any concerns 
about counterfeiting or is that solely with the Secret Service? 

Secretary Lew. We have very much direct responsibility. We and 
the Fed together work on the design of our currency to make sure 
that it is as difficult as possible to counterfeit. That is where the 
technology comes in. We work with the Secret Service, who do the 
principal investigation when there are counterfeiting events. I 
think it is at the highest level of importance that we maintain the 
integrity of our currency and we put all the attention that it re- 
quires into it. 

Mr. Rogers. Well, I should ask this of the Secret Service, and 
I will, but I was recently, last week, in Peru, the counterfeiting 
capital of the world, I am told. 

Secretary Lew. I wish there were only one. 

Mr. Rogers. But anyway, it is apparently wholesale big time 
there. We have only got one person there that I am told to work 
with the Peruvian Government to try to stop it. But could you 
check into that? 

Secretary Lew. I would be happy to, Mr. Chairman. 

Obviously, when the Secret Service was under the Treasury De- 
partment we had more direct accountability for their resources and 
they would do the investigations. 

I can tell you that we are trying to stay ahead of counterfeiters. 
As we look at the next generation of currency, we are looking at 
new kinds of technology that will make it even harder to counter- 
feit. We obviously are going to have to stay a step ahead, because 
it is a world where counterfeiters are out there. 

Mr. Rogers. Well, Peru apparently is the real hot spot, and I 
hope that you could work with Secret Service to get some more ef- 
fort going there with the people 

Secretary Lew. I will follow up on that. 

[The information follows:] 
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The U.S. Secret Service is responsible for enforcing U.S. counterfeiting laws, 
please direct your questions to the U.S. Secret Service’s Office of Government and 
Public Affairs. U.S. Secret Service, Office of Government and Public Affairs, 245 
Murray Ln., Washington, DC 20223, 202^06-5708. 

Mr. Rogers. Thank you. 

Quickly, Bitcoin. The Office of Terrorism Financing and Intel- 
ligence within your Department is the only Federal agency solely 
devoted to tracking and disrupting of the financial means of our en- 
emies for the purpose of ultimately defeating them, and the head 
of that office said last year: “What keeps me up at night when I 
am thinking about digital currency, the real threats out there these 
days, we are thinking a lot about ISIS.” 

And the use of digital currencies, Bitcoin, to be used by groups 
like ISIS seems to me to be a real threat. It is an unregulated form 
of online currency, circumvents the traditional banking system. Is 
it on the government’s radar since it could serve as an ideal 
placeholder for terrorist assets and provide a way for terrorists to 
exchange money? 

The Bitcoin website, Bitcoin.org, describes the ease with which 
anyone can send and receive virtual funds. I quote it: “Sending 
bitcoins across borders is as easy as sending them across the street. 
There are no banks to make you wait 3 business days, no extra fees 
for making an international transfer, and no special limitations on 
the minimum or maximum amount you can send.” 

It is the first worldwide decentralized currency, can be sent per- 
son to person without any third-party involvement, and can be 
used by groups like ISIS to spread their evil worldwide. 

What do you think about it? 

Secretary Lew. So, Congressman, we obviously are looking at 
many ways that ISIL will get money and we are trying to shut 
down every path that we can identify. 

Let me take a more general approach to the question of Bitcoin. 
It is in that area of financial technology that captures people’s 
imagination because it has the possibility of creating easier ways 
to do business in the future. We have from the start said that we 
do not want to be anti-technology. The things that will create the 
right platforms for the 21st century will come out of disruptively 
changing ideas. 

On the other hand, we have to hold a new system, a new plat- 
form like Bitcoin to the same standards we hold traditional finan- 
cial products. We track cash because cash can be used anony- 
mously to support illegal or malign activities. Our Financial Crimes 
Enforcement Network (FinCEN), which is part of the Office of Ter- 
rorism and Financial Intelligence (TFI), right from the beginning 
laid out criteria that we need to keep an eye on what is going on 
in Bitcoin that is fully consistent with the way we approach both 
formal banking and cash. 

It is challenging, and I am not going to suggest that there are 
not threats there. There are real threats there. But our team is on 
top of it and, I think, very much looking to see what do we need 
to do to make sure that it does not become a funding stream to 
support bad actors. 

With regard to ISIL, we have taken dramatic actions to try and 
shut down formal banking in areas that they control, working with 
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the Government of Iraq. We have taken military action to set back 
their ability to generate revenue through oil development and ship- 
ping. We have worked to shut down the flow of salaries into terri- 
tories they control. 

So we are doing everything we can. They are stressed. You can 
see it in the fact that they are having trouble paying their soldiers. 
But that is not good enough. We have to keep at it until we really 
dial back their ability to promote the kind of terror that they are 
all about. 

Mr. Rogers. Well, you are exactly right. And your Department 
is the leading edge of that effort on the financial strangulation of 
these organizations. So we wish you well and urge you on. 

Secretary Lew. Thank you. We, in just December, had a meeting 
at the U.N. Security Council, the first time in the history of the Se- 
curity Council that finance ministers met in the Security Council. 
I chaired the meeting, because it was our Presidency, and we 
unanimously passed a resolution to treat ISIL the same way we 
treat A1 Qaeda and to get the whole world to say they are going 
to cooperate. 

A lot of countries do not have the kind of resources that we have 
in TFI. One of the things we have to do is help them build that, 
and our technology assistance and technical assistance program 
and working with international organizations to do that is part of 
what this is about. 

Mr. Rogers. Thank you. 

Secretary Lew. Thank you, Mr. Chairman. 

Mr. Crenshaw. Thank you, Mr. Chairman. 

We have got a few minutes left. I have a couple more questions. 
I think Mr. Serrano might, too. 

So let me ask you, Mr. Secretary I mentioned in my opening 
statement my concern about the lack-of-liquidity in the economy. 
After the crisis, an awful lot of new rules and regulations were put 
into effect, and I have always had a concern that they might some- 
how impact this liquidity issue that deals with our economy. A lot 
of other people have that same concern. Just recently, I think, a 
couple of members of the Fed said they believe there is a linkage 
between the post-crisis regulatory framework and liquidity. 

So my first question is, do you think that was by design or do 
you think that was an unintended consequence? 

Secretary Lew. Well, first, I want to go back to first principles. 
I am not sure that the linkage is as clear as some people have ar- 
gued that it is. We are at a time of an inflection point, in many 
ways, in the economy. We are leaving a period of historically low 
interest rates and low volatility. We are seeing markets evolve in 
a way that there are more and more nontraditional and electronic 
participants in the market with huge volumes. We have also seen 
corporate bond issuance surge in recent years, and there has been 
quite rapid growth of the asset management industry. So there is 
a lot changing in the financial landscape. 

Now, on top of that, we have had new regulatory requirements 
put in place, and I have said before that we will continue to look 
at whether there are unintended consequences there. I think that 
many have jumped prematurely to a conclusion that that is the 
case. 
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I will give you an example. When there was the round trip on 
October 15, a year and a half ago, where the market went up and 
down very quickly, for weeks people were saying that was a result 
of liquidity caused by regulation. 

We went back and did very careful analysis. We had all the dif- 
ferent regulators who had different pieces of visibility work to- 
gether, and that is not the conclusion that you reach when you 
study the data. You see that there were very dramatic moves in 
high-frequency trading that had a distorting effect. 

You are seeing things happen, which I do not have the full expla- 
nation for, but in asset management funds closing positions at the 
end of the day algorithmically. 

So there is a lot going on. 

What we have done through financial reform is we have put a 
foundation that is solid underneath our financial system. So right 
now when you have a period like January and February with vola- 
tile markets, there was a lot of confidence in the integrity of the 
U.S. financial system. That is of enormous benefit. 

So we have to keep an eye on whether there is spillover effect. 
To the extent that there is a lack of liquidity for high-risk products, 
that is different than if there is a more general liquidity issue for 
prime corporate 

Mr. Crenshaw. Because that is really what I am talking about, 
wild market fluctuations. You hear Mr. Amodei talk about the com- 
munity banks going out of business. 

Most people, maybe not everybody, but if you got people in the 
Fed saying: Look, I think there is a linkage here when you have 
got all this new regulation, and clearly there is a little bit of lack 
of liquidity just in everyday business startups, things like that. 
And you might say: Well, I don’t see the linkage and I don’t 

Secretary Lew. There are also different ways of defining liquid- 
ity. 

Mr. Crenshaw. And that is what I was going to ask you, because 
if you don’t think that that really is impacting, maybe — you said 
you have done some studies. As I mentioned in my opening state- 
ment, we asked the SEC to do a study, and they might coordinate 
with you, but it would be interesting to see what the results of a 
more formal study would produce in terms of lack of liquidity. So 
you would say. A, I am not sure that there is a linkage, and, B, 
then you would certainly say 

Secretary Lew. I am not dismissing the question. 

Mr. Crenshaw. No, but you don’t think anybody sat in a room 
and said: Look, if we do all these new regulations, we can take 
some of the liquidity out of the market. Nobody thought 

Secretary Lew. No. I think it was a general proposition that was 
the case. There were some things during the pre-crisis period, one 
could argue there was too much liquidity in some high-risk mar- 
kets, there was overleverage. But that is not what you are asking 
about. 

Mr. Crenshaw. No, no. When you all sit down and talk about li- 
quidity, what would you argue is the right mix of liquidity? 

Secretary Lew. So, look, I think that in terms of markets, the 
question is can you match up buyers and sellers in real time for 
securities, for stocks and bonds. 
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Mr. Crenshaw. But also in business startups, small banks, all 
the lending, it seems to me you hear a lot that these community 
banks are all going out of business, big banks are getting bigger, 
but it is harder and harder for somebody to go start a business or 
buy a home. It seems to me that has some sort of impact, and 
maybe that is at a lower level than you look at. 

Secretary Lew. No, we look very much particularly at home own- 
ership. I have said many times that the credit box shrunk more 
than regulators meant for it to. You look at what banks are doing, 
they are not operating at the outer limits of what regulators think 
is a comfortable place to lend. You look at the FICO scores for 
loans, they are too high, where you kind of gap out and you cannot 
get mortgages. 

The Federal Housing Administration (FHA) is looking at some 
things that they can do to try and provide some clarity there. I be- 
lieve they may have even put out something this week. 

So those issues are very much in our focus. That is different than 
a broad question of market liquidity. So it is important to define 
what it is, which piece you are talking about. 

Mr. Crenshaw. I am glad to hear you say that — it would seem 
fairly obvious — that you are concerned about liquidity in the mar- 
ket. 

Secretary Lew. I think creditworthy individuals and businesses 
should have access to credit. 

Mr. Crenshaw. Exactly. I think we all want to say we want rea- 
sonable regulation, but we want to be careful that if too much regu- 
lation creates problems, then we want to be sensitive to that. Not 
enough regulation also creates problems. There is a balance some- 
where. 

Secretary Lew. There are some issues that have arisen in terms 
of how legal matters are resolved, the aftermath and the derisking 
that is taking place in the financial sector, where we are seeing fi- 
nancial businesses withdraw from areas that they are just deciding 
are not worth being in because they see risk and they do not see 
a lot of benefit. 

We are putting a lot of attention into that, frankly, whether it 
is individuals in the United States or countries that we want to 
have commercial relationships with the United States. We are not 
in a better place if people and countries are cut out of the formal 
financial system, but firms do have to have an idea of what do they 
need to do to comply reasonably with all of the standards that are 
out there. That is something we are putting a great deal of effort 
into in our last year. 

Mr. Crenshaw. Thank you. Thank you. 

Mr. Serrano. 

Mr. Serrano. Thank you. 

Mr. Secretary, the President’s announcements on Cuba and Cuba 
travel have been met with great support from a lot of people, and 
I am happy to see that the outcry we all expected from 10 years 
ago didn’t take place. 

What have you seen as changes affecting what you have to do? 
What needs to be done still? And can you talk to us about the new 
announcement that was made just yesterday? 
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Secretary Lew. Congressman, we have as recently as yesterday 
taken a series of actions to try, within the fairly tight boundaries 
of law, to open up more contact between the American people and 
the Cuban people, to create a basis for driving change in Cuba by 
having the influence that we have when people get to know us and 
our values and our standards. 

Yesterday, we eased up on some travel restrictions, we eased up 
on some financing restrictions. We have done everything consistent 
with the laws that, as I say, circumscribe how much we can do. So 
I would not describe where we are as normal commercial relations, 
normal in any way. 

We are seeing an increase in activity. That is a good thing. I be- 
lieve that if you look at the history of the last 50 years, it has not 
worked, cutting Cuba off has not worked. It has put us at odds 
with most countries in our own hemisphere and it has left the 
Cuban people cut off. 

The most positive thing we can do is demonstrate by our example 
what it is our values are, to have the freedom of business and the 
freedom of ideas start seeping into a system that has not seen that 
kind of freedom. 

So I do not think there is a disagreement between us and those 
who oppose our policies on the fact that there is a need for change 
in Cuba. There is a difference in what we think are the effective 
means to accomplish that. I think the history does prove that the 
path we have taken has not worked. 

We believe the path that we are embarked on now, subject to the 
limitations of an embargo and the Libertad Act and all kinds of re- 
strictions, is going to help. With changes of law, it could be done 
in a much more normal way. 

Mr. Serrano. I am trying to remember who it was, and I can’t 
at this moment, but someone before this committee told us that the 
biggest change they saw was when the President went to Latin 
America and he was meeting with a group of leaders from Latin 
America. Was that you that told us that? 

Secretary Lew. Well, I may have. It happened to him. 

Mr. Serrano. The point was how excited they were. 

Secretary Lew. It happened to him. It happens to me on a reg- 
ular basis when I interact with my counterparts from Latin Amer- 
ica. This has been an issue where they have had to be at odds with 
us, and they are not at odds with us, as much or even at all, be- 
cause of the changes. I think it is a good thing for the U.S. to be 
a leader in our hemisphere, and part of being a leader is figuring 
out how to address issues like this. 

There is a lot that needs to change in Cuba, so nothing about 
this policy embraces practices that need to change. It is really a 
question of what is the most effective way to accomplish that 
change, and I think our leadership role in the world and the West- 
ern Hemisphere is very important as well. 

Mr. Serrano. One last question. One of my favorite programs is 
the CDFI program, and we notice that you asked for a relatively 
small increase compared with some of the other numbers that we 
have discussed today. I hope we are not putting them at risk in 
any way, because that is an agency that has been very effective in 
my community. It has a lot of fans on both sides of the aisle. 
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Secretary Lew. Urban and rural. 

Mr. Serrano. Yeah. 

Secretary Lew. Yeah. I am a big fan of the CDFI program. I feel 
like I was present at the creation in the 1990s. I have tried to in 
my period of time at Treasury nurture it and help it to grow. We 
have tried to be responsive in areas like the Bank Enterprise 
Award Program and request the funding level for that important 
program. I think we have requested a level of funding that will 
give CDFI the ability to grow and to do well. 

Something that we did last year that is very important is we 
worked to have credit unions qualify as CDFIs, tremendously ex- 
panding the base of institutions that are eligible for participation. 

As I have traveled around the country and visited CDFIs, one of 
the things that has been striking to me is that it is not just the 
direct activities that we fund. We create anchors to bring together 
a variety of Federal services, local services, to coordinate an eco- 
nomic development engine in a community to help young people 
find training and jobs. You have to have an anchor, and in a lot 
of these communities the CDFI-funded organization can be that an- 
chor. 

Mr. Serrano. Well, they have done a great job. 

And let me just in closing say that this will be the last time you 
come before us, I think, in an official capacity. We will keep talking 
on different issues and working on Puerto Rico and so on. I want 
to thank you for your service. 

Secretary Lew. Thank you. Congressman. 

Mr. Serrano. And like I said, I didn’t win any primaries for 
President, so I can’t reappoint you. I would have loved to do that. 
And if you come back to the Bronx, as you have stated before, we 
welcome you again as always. That is your home? 

Secretary Lew. I vote in the Bronx, I pay taxes in the Bronx, I 
look forward to living there again. 

Mr. Serrano. OK. Thank you. 

Mr. Crenshaw. Thank you. 

Mr. Yoder has another question or two. 

Mr. Yoder. Thank you, Mr. Chairman. 

Mr. Secretary, Treasury and other agencies recently put out a 
broad request for information on the changing structure of the 
market for U.S. Treasury securities. This comes on the heels of a 
joint report on the October 2014 flash rally and numerous public 
discussions on the changing profile of the market in terms of par- 
ticipants and overall structure. 

Are the particular areas within the market where Treasury is 
particularly focused concerned that either new structures or new 
participants may be impacting the overall efficiency and liquidity 
of this important and unique market? 

Secretary Lew. Yeah. Thank you for the question. I, while you 
were out, addressed it, so I apologize for repeating. 

But if you look at the report we did on October 15 and the re- 
quest for information, it outlines the kinds of questions that we 
have. These are questions. We do not have certainty about what 
the answers are. And it is quite an important process. 

What we have seen is a change in where the level of activity is 
by kind of firm, kind of activity. The amount of activity that is 



347 


algorithmically generated, high-frequency trading, for example, it is 
a very large part of the market. 

We are also seeing that funds that move large amounts of securi- 
ties have activities at the open of the day, the close of the day, that 
have patterns that seem to he having potentially some impact. 

This is important to understand, because this is the plumbing of 
our financial markets. If the system is changing, we have to ask, 
whether the things that we have done in the past to make sure you 
maintain an orderly market and liquidity are appropriate and 
working. 

So we do not start out with an idea that there is something, like, 
bad that needs to be addressed. We start out with a very com- 
plicated evolution of our financial markets that needs to be fully 
understood. I think Treasury has a responsibility for driving that 
kind of questioning, which is why we have the request for informa- 
tion out there. I very much look forward to the responses to it. 

This is not a case where we are starting out with an answer and 
looking for a record to support it. This is saying we have now ob- 
served a lot of things that suggest there has been dramatic change 
in the structure of the market. We need to understand that in 
order to know how to respond. 

Mr. Yoder. I appreciate your answer. 

I would be remiss if I didn’t take a moment to talk about the 
budget a little bit. I know there has been extensive testimony and 
we have differences as parties about this, but numbers are num- 
bers. 

Do you know what the projected debt is under the current budget 
projections for the next decade, in additional debt? 

Secretary Lew. I have not added it up, but I know that we have 
reduced the growth rate of the debt for 3 quarters. 

Mr. Yoder. I respect that. I know. And we have a debate about 
what we have done. 

Secretary Lew. We can get back to you with the answer. 

[The information follows:] 

In its Mid-Session Review of the FY 2017 Budget released on July 15, 2016, the 
Office of Management and Budget projected that debt subject to the statutory limi- 
tation would increase from $19.4 trillion at the end of FY 2016 to $26.7 trillion at 
the end of FY 2026, an increase of $7.4 trillion over the next decade. (Ref: Mid-Ses- 
sion Review of the FY 2017 Budget, Table S-11, page 61) Note: As of August 15, 
2016, actual debt subject to limit was $19,386 trillion. 

Mr. Yoder. Yeah. I mean, just a basic, you are the Secretary of 
the Treasury, what is the projected debt over the next 10 years? 
I know you know this answer. 

Secretary Lew. I walk around with a lot of numbers in my head. 

Mr. Yoder. You don’t know the answer to that question? 

Secretary Lew. I do not have the number in my head 

Mr. Yoder. Come on. 

Secretary Lew. I know that we have reduced the annual accumu- 
lation of debt to a level that is 

Mr. Yoder. With all due respect, Mr. Secretary, I know that is 
the sort of company answer and I respect that that is what you 
have got to go with, but I just — I want to have a discussion. 

Secretary Lew. It has the virtue of being true. 
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Mr. Yoder. I want to have a discussion about where we are 
going, not a debate about the past. 

Secretary Lew. There is no doubt that the debt will continue 
to 

Mr. Yoder. Our projection, I think your projection, since you are 
not coming forth with it, the debt is going to continue to grow. You 
agree with that, right? 

Secretary Lew. It definitely grows and 

Mr. Yoder. Would you say $7 or $8 trillion over the next decade? 

Secretary Lew. Obviously, GDP is very large and growing. So if 
your debt as a percentage of GDP is even flat, it is going to grow 
by a large number. 

Mr. Yoder. Fair discussion. 

Secretary Lew. The question is, what is it as a percentage of 
GDP that is sustainable? 

Mr. Yoder. Right. So do you know that answer? 

Secretary Lew. It stays in the 70s, which is higher than it was, 
but it is not at a record level. And we have long-term challenges 
ahead of us. But we are not looking at it breaking through a level 
that is a crisis level. 

Mr. Yoder. And I appreciate that you know the debt-to-GDP 
ratio, but you don’t know the total debt number. 

Going forward, I think we have concerns about the solvency of 
Medicare. Your own folks, the Medicare trustees, have concerns 
about the solvency of Medicare, and I know we are going to talk 
about how we have made it better, and we have in some regards. 

Secretary Lew. We have more work to do. 

Mr. Yoder. But we have more work to do. 

Secretary Lew. Absolutely. 

Mr. Yoder. You know, 10,000 seniors retire every day. My 
grandmother is 104, right. We have longevity. These are great 
things. 

Secretary Lew. I wish her a healthy and long life. 

Mr. Yoder. Thank you very much. I will pass that on to her. 
Thank you. One hundred five in June. 

But the question, I guess, for you, I will just give you 30 seconds 
here, you oversaw a balanced budget in the 1990s, Republican 
House and Senate, Democratic President, you have bipartisan 
workings together on that. If you could balance this budget over 
the next 10 years, what would you recommend? 

Secretary Lew. Well, I think that the time to balance the budget 
is not now, because I think we have 

Mr. Yoder. I mean, over the next 10 years, over the future. 

Secretary Lew. Yeah. There is a reason that we did not present 
a balanced budget in the 10-year window. Coming out of the deep, 
deep recession, we have other much more immediate challenges 
that I think would help our economy if we dealt with. If you gave 
me a choice of balancing the budget or rebuilding our infrastruc- 
ture, it is a more immediate challenge to rebuild our infrastructure. 

The ability of our economy to meet the needs of the 21st century 
is going to be undermined if we do not do that. We have a bit of 
time to deal with entitlement spending and to deal with taxes in 
a bipartisan way. 
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Look, I have been part of bipartisan budget deals over a period 
of four decades. The right way to do this is through a bipartisan 
conversation where we agree on the need to protect senior citizens, 
where we agree on the need to have a fair and more simple tax sys- 
tem, and where we have an honest discussion about what the 
tradeoffs are. 

The last few years have not given rise to the kind of grand bar- 
gain, but over a period of years we have taken incremental steps 
that have gotten us a long way there. We went a little too hard on 
discretionary spending. I thought so at the time. Now I think 
things like the budget agreement put some mandatory savings in 
to back out some of the discretionary savings. 

We did the Affordable Care Act, which did reduce our healthcare 
spending dramatically, and we did raise taxes, which we thought 
was necessary, on the people who were most able to pay. 

That does not mean we have did it all, but we have done a lot 
over the last 7 years, and I think there is more to do. I hope that 
my successor is able to work in an environment where there can 
be the kind of bipartisan discussion that, frankly, I have tried very 
hard to foster and have enjoyed being part of in the past. 

Mr. Yoder. Well, I think invariably this conversation, when we 
had the 0MB Director in as well, turns to a discussion about what 
the administration has done. And I think Congress and the admin- 
istration both have an obligation to engage in adult conversations, 
and you outlined the premise by which that would occur in terms 
of bipartisan discussions, protecting Medicare for seniors, reform- 
ing and flattening out this tax code. I mean, the principles are 
there. 

And I just throw out for the sake of conversation, it is March, 
we have about a year. I would love to see the administration lead 
those efforts and see while you are Secretary and while we are here 
working under the current framework, why not try to address some 
of these long-term problems now. Because I think you agree that 
the longer we wait to address them, the harder they will be and 
the more difficult it will be for your successor and for ours. And so 
we just — I have got young girls, we all have children. 

Secretary Lew. I have young grandchildren. 

Mr. Yoder. Yeah. So I think you should be — I mean, I know you 
are as concerned about this as we are, and so I just offer that I 
am ready to engage, I think we are all ready to engage. We would 
love to. 

Secretary Lew. I have always been ready to engage. 

I would say that on the tax side, if we could figure out a way 
to work together to stop inversions, that is something that the 
American people are offended by on the Democratic and the Repub- 
lican side alike. We find it wrong, and we know how to stop it. I 
hope we can at least come together on that. 

Mr. Yoder. Thank you, Mr. Chairman. 

Mr. Serrano. Mr. Chairman. 

Mr. Crenshaw. Yeah. We can fix the tax code. That is the way 
we will stop it, right? 

Go ahead. I have a question, but you have a comment? 
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Mr. Serrano. Just a quick comment. I really respect the gentle- 
man’s comments about balancing the budget. I think that is so im- 
portant and something everybody wants and so on and so forth. 

The Secretary has made it clear that sometimes you get into a 
little debt by building highways and you create a million jobs at 
the same time, and it is something you should look at. 

But I have been around here long enough to remember when we 
cut taxes when we weren’t supposed to cut taxes and when we got 
into a war we weren’t supposed to get into. We had a surplus and 
then we blew the money away, along with a lot of our respect 
throughout the world. We are still looking for those weapons of 
mass destruction, but they cost billions of dollars. 

So I think if we learn anything from that it is to be careful about 
the future, protect our country, try to give the working class people 
in this country less of a tax burden. But we made some serious 
mistakes at that time, and we are all guilty of it. We cut taxes 
when we shouldn’t have and we threw away a surplus on a war 
that we shouldn’t have been involved in. 

And now we hear the gentleman speak honestly, but I think we 
have to revisit that every so often to remember how we got into 
this mess. 

Thank you. 

Mr. Crenshaw. Let me ask one final question, Mr. Secretary, 
about mandatory spending, because I know, your agency has a lot 
of bureaus that are funded through mandatory funding that are 
outside the appropriations process. And I understand, that FSOC, 
which we have talked a lot about, are going to have a 23 percent 
increase in their budget. And so I wanted to ask you why you think 
that is. 

But in a broader sense, I read a report that said this new Con- 
sumer Financial Protection Bureau had an independent perform- 
ance audit and it was recommended that the CFPB expand their 
transparency of their funding and expenditures, which kind of 
brings up that broader question about these agencies that aren’t 
under the appropriations process: how much scrutiny goes into 
those budgets? For instance, it used to be the 0MB Director. 

I wonder in those days how much attention did you pay or does 
the 0MB today pay to some of those agencies that are funded out- 
side the appropriations process. What kind of critical review do 
they get? Can you talk a little bit about that? Because I think that 
is a concern to everybody. 

For instance, that 23 percent increase, you say, well, tell us 
about that. But in general, since they are not under the process 
that the public sees with every other agency, are you comfortable 
with the amount of scrutiny they get before they spend the dollars 
that they spend even though they are mandatory? 

Secretary Lew. Congressman, with regard to FSOC and OFR, 
they are funded through the Financial Research Fund, which was 
established as part of Dodd-Frank as a permanent source of fund- 
ing. As part of each budget cycle, OFR and FSOC provide the pub- 
lic with detailed information that justifies planned expenditures 
during the upcoming year. The Financial Research Fund is subject 
to appropriate internal controls and has been subject to periodic 
audits. 
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I think it is important to have these independent regulatory ac- 
tivities funded the way they are funded. That has been a tradition 
with bank regulators. And I also think it is important that they 
provide the public with detailed information that shows how they 
are using the money. We would look forward to working with you 
to make sure that that happens. 

Mr. Crenshaw. Great. Well, thank you very much. And I think — 
Mr. Graves has no more questions. 

Again, I want to thank you personally for your long career in 
government. Not that you are going away, I know you are going to 
the Bronx, you may come back. But thank you for your service to 
the country. Thank you for working with us. And we look forward 
to continuing to work together to make things better in this coun- 
try. 

Secretary Lew. Thank you, Mr. Chairman. 

Mr. Crenshaw. So, again, thank you so much. 

Secretary Lew. And thank you for the cooperative way that you 
have worked with the Treasury Department to start meeting some 
of these very important needs. 

Mr. Crenshaw. Thank you. 

This meeting is adjourned. 
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Questions for the Record Submitted by Chairman Ander Crenshaw 

The Alcohol and Tobacco Tax and Trade Bureau (TTB) 

Trade practices 

The Alcohol and Tobacco Tax and Trade Bureau (TTB) is responsible for enforcing the 
Federal Alcohol Administration Act (FAA Act). 

Question 1: 

How much in resources — FTE and dollars — does TTB expend on trade practice 
enforcement responsibilities? 

Answer: 

TTB currently has one Special Operations Investigator (SOI) who is responsible for overseeing 
trade practice investigations in addition to assisting in diversion investigations and providing 
support to criminal enforcement operations. Other investigators and attorneys assist this SOI on 
trade practice investigations on an as-needed basis. 

An effective trade practice enforcement program, however, does not rely on investigations alone. 
TTB also regularly responds to individual industry member inquiries relating to trade practice 
prohibitions and has regularly issued guidance to the industry as a whole, which requires the 
involvement of regulations specialists and attorneys. 

In FY 20 1 5, TTB spent approximately $ 1 60,000 on direct program costs for trade practice 
enforcement, although this cost does not capture the full range of supporting activities by 
regulations specialists, attorneys, and others who contribute to the bureau’s trade practice 
regulation and enforcement. 

Question 2: 

Would additional FTE’s result in stronger trade practice enforcement investigations? 

Answer: 

Trade practice investigations are among the most difficult and labor-intensive investigations 
TTB conduct, typically requiring one to two years to complete. With our currently available 
resources, TTB completes between one and three investigations per year. The President’s 
Budget does not seek an expansion of this program. 

Question 3: 

How has the Bureau carried out enforcement responsibilities and actions regarding the 
FAA Act since the Bureau was created? 
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Answer: 

In 2005, within two years of being established as a bureau, TTB re-invigorated the FAA Act 
trade praetice enforcement program it inherited from the Bureau of Aieohol, Tobaeco and 
Firearms. The program was initially staffed W'ith two experienced SOIs, who have since 
retired. Specialized training was developed and then provided in 2005, 2006, 2008, and 2013 to 
field personnel. 

Since 2008, TTB has successfully pursued 19 trade practice investigations. We use our 
resources to investigate eases that we believe will have the greatest impact on conduct in the 
marketplace. These investigations have also resulted in Offers in Compromise totaling over $3.5 
million, though this result is secondary to the importance of deterring illegal conduct. 
Additionally, TTB has issued public guidance regarding trade practices on six occasions since 
201 1 and has engaged in ongoing outreach to the industry. 

Label and Formula Application Processing Time 

The 2016 Omnibus provided an additional $S million to the TTB to help accelerate the 
processing times for formula and label applications that arc required by the Federal 
Alcohol Administration Act (FAA Act). 

Question 4: 

How has TTB used these additional funds and does this include new hires? 

Answer: 

With the $5 million provided in the 2016 Omnibus, and assuming the current funding level is 
continued through ne.xt year as proposed in the President’s Budget. TTB anticipates achieving 
10-day turnaround times for the vast majority of beverage alcohol label and formula applications 
as well as lab analyses by the end of FY 2017. To achieve these performance improvements, 
TTB is employing a multi-pronged approach that includes making IT enhancements, 
streamlining regulatory requirements, and hiring. 

Approximately $3 million of the FY 2016 funding is being dedicated to enhancing our online 
application systems. Certificates of Label Approval (COl,A)s Online and Formulas Online, to 
build system checks and add additional help features to assist industry members in submitting 
more compliant applications. Given that more than 40 percent of all initial label and formula 
applications are returned for correction, an increase in this compliance rate could significantly 
decrease the overall number of label and formula applications that require TTB specialist review, 
which supports faster processing. There are multiple new relea.ses for these systems scheduled 
for deployment throughout this fiscal year. Improvements to Formulas Online are currently in 
prototype testing with industry members and are expected to go live this year 

In the coming months, we intend to publish guidance documents that will eliminate the formula 
approval requirement for certain distilled spirits and wine products (similar to the removal of 
formula approval requirements for certain malt beverage products through Ruling 2015-1). The 
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elimination of these requirements should help to reduce the overall workload associated with the 
formula approval process, resulting in improved turnaround times for all formula approvals. We 
also intend to proceed with publishing a notice of proposed rulemaking to modernize the alcohol 
beverage labeling requirements, which should further facilitate the submission of compliant label 
and formula applications. Beginning this year, we are reviewing and updating our online 
guidance to addre,ss areas of frequent non-compliance, also with the goal of increasing the 
compliance rate of initial label and formula applications submitted to TTB to support improved 
processing times. 

Finally, we are currently in the proce.ss of hiring 23 new employees, who will be primarily 
dedicated to processing label and formula applications and conducting lab analyses. Vacancy 
announcements have already closed for most of the positions, and TfB is in the process of 
making selections and extending offers. 

As our new hires become proficient, they will be cross-trained to process label and formula 
applications for all three commodities, thereby giving us the flexibility to respond quickly to 
changes in workload and meet the needs and expectations of our regulated industry members. 

Trans-Pacific Partnership (TPP) and Data Localization 

The Treasury Department serves as the lead financial services negotiator in trade 
agreements, including the recently completed Trans-Pacific Partnership (TPP) agreement. 

Question 5: 

Has Treasury undertaken an analysis on the risks to these firms from data localization? 

Answer: 

The significant increase in data localization barriers to trade around the world is of serious 
concern to the Obama Administration, We are advancing efforts to reduce and prevent the 
proliferation of localization barriers to trade, including restrictions on data flows and 
requirements to establish infrastructure domestically, through the full range of bilateral, regional 
and multilateral fora, including the WTO. APKC, and the OECD. 

With respect to financial services, over the last few months. Treasury and USTR have worked to 
develop a new approach for addressing concerns about the treatment of financial services under 
data localization obligations in our trade and investment agreements through extensive 
consultation with U.S. financial regulators, as well as feedback from Congress and 
stakeholders. Treasury and USTR have been working to achieve two important policy 
objectives: eliminating protectionist and trade-distorting data localization measures imposed by 
foreign governments in the financial services sector and ensuring that U.S. financial regulators 
have access to the information they need for regulatory and supervisory purposes. 

We believe we have reached a good path forward and are looking to address concerns about data 
localization in the financial sector through a comprehensive multi-pronged approach. For 
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ongoing and future negotiations, we would propose an obligation that broadly prohibits ail forms 
of data localization when financial regulators have access to information stored abroad. We 
would also propose obligations that provide companies with the opportunity to address potential 
access concerns before regulators impose data localization requirements. 

Question 6: 

Aren’t trade agreements a potential forum for securing reasonable data storage 
agreements from trade partners? 

Answer: 

See answer to question 5 above. 

Question 7: 

As the lead representative for financial issues in bi-iaterai economic talks and trade 
negotiations, what is Treasury’s strategy to advocate for protections similar to those won 
for other sectors in TPP? 

Answer: 

See answer to question 5 above. 

Financial Stability Oversight Council (FSOC) 

SystemicaUy Important Financial Institutions (SIFI) Annual Review Process 

Many have voiced concerns about the FSOC’s statutorily mandated annual review process. 
Stakeholders with insurance expertise, including voting and non-voting members of FSOC, 
have stated that reform of the processes for FSOC designations and de-designations are 
needed. 

Question 8: 

What requirements, if any, are there for FSOC to constructwely engage with firms on how 
they can de-risk post-designation to get on the path towards shedding SIFI designations? 

Answer: 

FSOC provides each designated company with a lengthy and detailed explanation of the basis for 
its designation. These explanations provide a company-specific analysis that identifies specific 
potential risks arising from factors such as counterparty exposures and asset liquidations. This 
information allows each company to make informed decisions regarding potential changes it 
could make to mitigate the risks FSOC has identified. Following a designation, a company's 
management is in the best position to take information provided by FSOC and make decisions 
about how to move forward. 
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The FSOC reevaluates each of its designations annually based on a process set forth in the Dodd- 
Frank Act and in guidance FSOC has issued publicly. FSOC has also made clear that it may 
consider a request from a company for a reevaluation before the next annual reevaluation in the 
case of an extraordinary change that materially decreases the threat the nonbank Financial 
company could pose to U.S. financial stability. 

As part of each reevaluation, the company is provided an opportunity to meet with FSOC staff to 
discuss the scope and process for the review and to present information regarding any change 
that may be relevant to the threat the company could pose to financial stability, including a 
company restructuring, regulatory developments, market changes, or other factors. If a company 
contests its designation during FSOC’s annual reevaluation and FSOC docs not rescind the 
designation, FSOC provides the company with a detailed explanation of the primary basis for 
any decision not to rescind the designation. The notice addresses the material factors raised by 
the company in its submissions to FSOC contesting the designation during the annual 
reevaluation. In addition, FSOC provides each company subject to a designation an opportunity 
for an oral hearing before FSOC once every five years at which the company can contest the 
designation. 


Question 9: 

What requirements, if any, are there for FSOC to constructively engage with firms on how 
they can de-risk pre-designation? 

Answer: 

As described above, each of FSOC’s designations has followed a lengthy period of analysis and 
extensive interaction with the company. Each company had many months and extensive 
opportunities to engage with FSOC and its staff, and the opportunity to understand and respond 
to the key factors underpinning FSOC’s analysis before FSOC’s vote on a final designation. For 
one of the companies that was designated, the FSOC and its .staff engaged with the company for 
almost a year and a half, considered more than 21,000 pages of materials submitted by the 
company, and met with representatives of the company over a dozen times. 

FSOC has been data-driven and deliberate in its work to evaluate nonbank financial companies 
for potential designation, FSOC established a robust and transparent process for designations. It 
issued a rule and guidance on the designations process that included three separate rounds of 
public comment, even though FSOC was not required to conduct a rulemaking. FSOC has also 
provided to Congress and posted on its website an explanation of its basis for each final 
determination, and has provided each of the designated companies with lengthy analyses 
describing FSOC’s evaluation of that firm. 

Question 10: 

Has FSQC considered changes to the annual review process to require more formalized 
procedures for constructive engagement with firms on how they can de-risk and be un- 
designated? 
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Answer: 

As described above, FSOC has a well-established process for annual reevalualions of its 
designations of nonbank financial companies. The procedures FSOC follows are set forth in 
section 1 1 3 of the Dodd-Frank Act, in the rule and interpretive guidance regarding nonbank 
financial company designations that FSOC issued in 2012, and in supplemental procedures 
related to nonbank financial company designations that FSOC issued in 2015. 

The supplemental procedures FSOC adopted last year address the three key themes highlighted 
by stakeholders: earlier engagement with companies under review for potential designation, 
increased transparency to the public about designations, and stronger engagement with 
designated firms during FSOC’s annual reviews of their designations. Those changes also 
provide each designated company with an opportunity to meet with staff every year to discuss 
the FSOC’s annual reevaluation of the company’s designation. 

Safeguarding Sensitive Information Among FSOC Regulators 

The Dodd-Frank Act bestows upon the FSOC and other financial regulators new 
authorities to collect and share information, including collecting on a routine basis an 
unprecedented level of sensitive and proprietary information. Regulators need to ensure 
that they have robust policies and controls to protect such sensitive data during its 
collection, storage and handling. 

Question 11: 

How are Treasury and other FSOC members safeguarding the sensitive information they 
collect, store, and share as part of their regulatory duties, from the financial institutions 
they regulate? 

Answer: 

FSOC takes seriously its obligation to protect sensitive, confidential information. FSOC has a 
secure portal that serves as the primary mechanism for the exchange of nonpublic information 
among member agency staff The portal provides a secure platform for sharing sensitive 
information, and was designed to handle information considered to be at a FISMA impact level 
of "high.” 

Treasury staff engaged in the Council’s work are required to adhere to the security protections 
and compliance obligations in place at Treasury. Treasury has policies and procedures 
governing the behavior of personnel with access to confidential information. These include, but 
are not limited to, rules that prohibit the misuse of confidential information. 

Question 12: 

What policies and procedures are in place among the FSOC regulators to protect the 
highly sensitive data they are collecting from the financial institutions they regulate? 
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Answer: 

FSOC takes seriously its obligation to protect sensitive, confidential information. FSOC has a 
secure portal that serves as the primary mechanism for the exchange of nonpublic information 
among member agency staff. The portal provides a secure platform for sharing sensitive 
information, and was designed to handle information considered to be at a FISMA impact level 
of “high.” FSOC and its member agencies have entered into memoranda of understanding that 
mandate the protection of confidential information shared among the agencies. FSOC’s bylaws 
also include a provision relating to the protection of confidential and other forms of non-public 
information. 

As described above. Treasury staff engaged in the Council’s work are required to adhere to the 
security protections and compliance obligations in place at Treasury. Treasury has policies and 
procedures governing the behavior of personnel with access to confidential information. These 
include, but are not limited to, rules that prohibit the misuse of confidential information. 

Oversight of the 1603 Treasury Grant Program 

Senate Finance Chairman Orrin Hatch posed a number of questions in a letter sent on 
March 15, 2016 to both the Department of Treasury and the Internal Revenue Service, 
regarding the oversight of the 1603 Treasury grant program. The Section 1603 Treasury 
grant program of the 2009 American Recovery and Reinvestment Act allowed taxpayers 
the ability to receive a cash grant in lieu of claiming the investment tax credit (ITC) under 
section 48(d) of the Internal Revenue Code. In the case of a qualified solar property 
applying under the 1603 Treasury grants program, this conversion would equate to a cash 
equivalent of 30 percent of the upfront costs for a specified system. 

In the letter. Chairman Hatch cited the apparent lack of oversight of such a large program 
- approximately S24.9 billion has been granted to date - and I too share these concerns. 
The Treasury Inspector General for Tax Administration (TIGTA) began an internal 
review of the 1603 program in 2012 upon questions of mismanagement. Within its 
findings, TIGTA flagged that the Internal Revenue Service (IRS) did not have a system in 
place to properly identify taxpayers who have taken advantage of the 1603 program so that 
those certain taxpayers cannot in turn also double-dip by taking advantage of the Section 
48 ITC. While investigating this potential abuse, reports surfaced that several prominent 
solar leasing companies were being subpoenaed by TIGTA with respect to a second avenue 
of 1603 program abuse: these firms were apparently also over-inflating the cost of the solar 
energy system in order to receive a larger 1603 grant amount than entitled. 

Question 13: 

If there was found to be abuse of the 1603 program, both from the perspective of those 
double-dipping and those over-inflating the costs of the solar energy system that were 
installed, what are the Departments plans for recapturing those funds? Is there going to 
be a larger/scparate investigation into the issue of whether or not applicants were 
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overstating the fair market value of these solar energy systems in order to increase their 
grant amount? 

Answer: 

Treasury carefully reviews applications received under the Section 1603 program before 
payments are made, including a review of the applicant's claimed basis, taking into account the 
specifics of the application in question and supporting documentation provided by the 
applicant. Where Treasury concludes that an applicant's claimed basis was not properly 
calculated, Treasury will adjust the Section 1603 payment to a more appropriate level. This 
includes applieations where the Section 1603 program finds that an application includes 
ineligible costs in the claimed qualified cost basis or w'here that claimed cost basis is otherwise 
overstated. As of March 3 i, 2016, out of 104,724 awarded Section 1603 applications, 29,249 
awards have been reduced from the amounts requested by a total of $1.3 billion. Treasury also 
supports the vigorous prosecution of fraud and, where appropriate, makes referrals to its Office 
of the Inspector General (TIG), which provides oversight of the 1 603 program. At this time, 
based on referrals from the Section 1 603 program office, there are ongoing investigations of 
whether or not certain applicants have know ingly overstated the fair market value of their solar 
energy systems. We refer you to TIG for more information about the status of its work. In 
addition, the Section 1603 program provides information to the Internal Revenue Service (IRS) 
so that the IRS can determine whether a taxpayer that has claimed a tax credit for a property has 
received a Section 1603 payment for the same property. In cases where “double-dipping” is 
found, i.e.. where a taxpayer seeks an investment or production tax credit under the Internal 
Revenue Code for an energy property for which it has received a Section 1 603 payment, the tax 
credit will not be allowed. 

A five-year extension of the section 48 ITC was a made part of the final omnibus 
appropriations bill that Congress passed at the end of last year. 

Question 14: 

If potential abuses were found within the investigation of the 1603 program, are there plans 
by your department to monitor and investigate whether these solar companies are 
potentially abusing the section 48 ITC through the over inflation of the costs of the 
qualifying projects? If companies are still abusing the system, taxpayers could potentially 
be on the hook for billions of dollars. This is issue we need to be diligent on. 

Answer: 

We are aware of potential issuc.s of possible overclaims associated with the Section 1603 
program. IRS has a Compliance Initiative Project (CIP) that examines taxpayers that received 
Section 1603 grants. An initial examination of 21 taxpayers found no significant adjustments 
related to overvaluing qualifying projects, except for certain rooftop solar leased projects. The 
CIP has been extended to December 31. 2016, in order to allow for a second phase of audits 
focusing on rooftop solar leased projects. We are further aware that the recent extension of the 
section 48 ITC for solar property creates the need for ongoing diligence and controls related to 
these issues. IRS and Treasury are currently working on guidance to implement the extension of 
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the section 48 ITC. In addition, included as an item on IRS and Treasury’s Priority Guidance 
Plan is a project to update the regulations under section 48, These guidance projects provide an 
opportunity to better tailor the applicable rules to current industry' practices and also to provide 
safeguards against potential abuse. 

U.S.-China Bilateral Investment Treaty (BIT) 

The U.S.-China Bilateral Investment Treaty (BIT) should substantially open China’s 
market to allow U.S. companies, including financial services firms, to compete on a level 
playing field with local firms, while putting in place important investor protections. 

Oue.stion 15: 

What is the Treasury Department doing to secure a high standard BIT for American 
firms? 

Answer: 

The Treasury Department is actively working with USTR and State, and other U.S. agencies, to 
negotiate a high standard BIT with China that will help create a wide range of opportunities for 
U.S. firms to participate in the Chine.se market and provide critical protections to U.S. investors 
and investments in China. In addition, we use our bilateral engagement, sueh as the Strategic & 
Economic Dialogue (S&ED) and Secretary Lew's regular calls with Chinese Vice-Premier Wang 
Yang, to encourage progress in the BIT, For example, at the 201.3 S&ED. China agreed for the 
first time to negotiate a Bl'f that would cover all phases of investment and all sectors of the 
Chinese economy, except for a set of limited and transparently negotiated exceptions (the so- 
called ’‘negative list”). This was critical for moving forward with BIT negotiations. 

Question 16: 

Will the BIT establish a roadmap to hold China accountable for the commitments made 
under the agreement, including timelines for making market acce.ss improvements? 

Answer: 

The BIT investment protection obligations and market access commitments would be 
enforceable once the United States and China have ratified the BIT. 

Total Loss Absorbing Capacity (TLAC) 

Since the passage of Dodd Frank, U.S. regulators have been increasing the amount and 
quality of capital and liquidity in the financial system. 

Question 17: 

How much capital and liquidity will be enough to balance the need for financial stability 
with the imperative to provide credit to the U.S. economy? 
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Answer: 

Improving the capital and liquidity position of our institutions has not impeded capital and credit 
availability, particularly for large firms. In fact, institutions with stronger capital and liquidity 
positions are better positioned to provide credit to support the economy when it is most needed. 

Since the financial crisis, regulators have crafted new, stronger rules to ensure that banks have 
enough capital and liquidity to withstand periods of stress without negatively affecting financial 
stability. Notably, the Basel 111 capital rules have improved both the quantity and quality of 
capital for large, internationally active banks. The largest banks have more than doubled their 
capital levels from 2009 to today, adding nearly S700 billion of additional capital. U.S. banking 
regulators have also strengthened liquidity risk management through rules like the liquidity 
coverage ratio and the proposed net stable funding ratio, which require banks to have ample 
liquidity to survive an acute period of finaneial stress. 

Over the past six years, we have seen that lending continues to grow, asset quality continues to 
improve, and the banking sector has generally shifted to more stable funding and stronger 
liquidity buffers. This material reduction in financial system risk promotes both financial 
stability and long-term economic growth. 

Question 18: 

When will this goal be achieved? 

Answer: 

Regulators still need to finish important outstanding rules, such as the Federal Reserve’s Total 
Loss Absorbing Capacity Rule, that would make it easier to resolve our largest and most 
complex banks. 

On October 30, 2015, tbe Federal Reserve Board (Fed) issued Proposed Rules requiring tbe 
largest U.S. banks and tbe largest U.S. subsidiaries of tbe largest foreign banks to maintain 
minimum levels of wbat is known as Total Loss Absorbing Capacity (TLAC) wbieh must 
include a mandated amount of long-term unsecured debt. 

Question 19: 

With the recent adoption of capital surcharges and the TLAC proposal, what do all of 
these changes mean on a cumulative basis for the U.S. banks and the U.S. economy? 


Answer: 

Both of these rules are designed to make our financial system more resilient. The risk-based 
capital surcharge required of our largest and most complex banks was designed to make these 
firms bear the costs that their failure would impose on others. These firms must either hold 
substantially more capital or shrink their systemic footprint, reducing the harm that their failure 
would do to our financial system. The TLAC proposal, if finalized, would require further 
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issuances of capital and long-term debt by these firms in order to improve their resiliency and 
resolvability. 

Though the additional capital and debt requirements impose additional costs on these firms, 
benefits of these measures include a reduction of the risks that the failure of these finns would 
impose on our broader eeonomy. 

Question 20: 

What actions is the industry taking to comply with these new requirements? 

Answer: 

Some large U.S. banks have been reducing their systemic footprint in response to rules like the 
risk-based capital surcharges. The TLAC standard has yet to be finalized as a U.S. rule. Once 
adopted as a final rule by U.S. regulators, the federal Reserve has estimated that firms would 
issue additional capital and long-term debt. 

Question 21: 

What impact have these actions had on the cost structure of the industry and its ability to 
attract capital? 

Answer: 

By design, these rules have increased the costs associated with a financial company’s size and to 
require our largest and most complex banking organizations’ equity and debt holders to bear the 
costs of the firms’ failure. By some estimates, the financial crisis cost the U.S. economy trillions 
of dollars. 

Question 22: 

Has Treasury discussed with the Fed potential for disparate treatment of covered U.S. 
subsidiaries of foreign banks? 

Answer: 

Treasury staff is aware of this concern and is working with the Federal Reserve in considering 
the issue. 


Cumulative Impact of Regulations 

There is considerable discussion about the impact of post-Dodd-Frank financial regulations 
on the markets and the broader economy. 

Question 23: 

Has Treasury considered assessing the cumulative impact these regulations are having on 
the eeonomy? If not, why not? 
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Answer: 

Reforms adopted following the financial crisis have created a stronger, more resilient financial 
system. Treasury continues its work analyzing financial markets and market .structures. For 
example, Treasury is engaged in the official sector’s most comprehensive review of the Treasury 
market since 1998. In 2015, Treasury, together with the Federal Reserve Board, the Federal 
Reserve Bank of New York, the CFTC and the SEC, issued the Joint Staff Report on the events 
of October 15, 2014. Earlier this year. Treasury issued a request for information on the evolution 
of Treasury market structure and has recently reviewed the public comments received. We are 
also working with FSOC-member agencies to identify and address potential risks to financial 
stability arising from changing market structures and shifts in the composition of market 
participants. 

The European Commission has issued a “call for evidence” in which it is seeking empirical 
evidence and concrete feedback on the impact of financial rules, to include the ability of 
the economy to finance itself and grow, unnecessary regulatory burdens, inconsistencies, 
gaps and unintended consequences. 

Question 24: 

Is Treasury considering doing a similar analysis? 

Answer: 

In addition to the aforementioned work at Treasury analyzing financial markets and market 
structures. Treasury supports the efforts of the independent regulators, working with industry, 
advocates and Congress to continue to adjust and improve regulatory approaches to better tailor 
rules to an institution's size, complexity and riskinc.ss. For example, federal regulators are 
diligently executing the statutory Economic Growth and Regulatory Paperwork Reduction Act of 
1996 (EGRPRA) mandate to eliminate outdated, unnecessary or unduly burdensome regulations 
applied to insured depository institutions. The federal banking agencies through their 
comprehensive decennial EGRPRA review, as mandated by Congress, are reviewing all of their 
regulations, including those adopted to implement the Dodd-Frank Act. 

Question 25: 

Does Treasury believe the cumulative effect of all the new and enhanced regulation - such 
as the leverage limit, the G-SIB surcharge, the liquidity coverage ratio and TLAC play a 
contributing role in the changes to the liquidity of global financial markets? 

Answer: 

Post-crisis financial reform has made the financial system safer and more resilient. Financial 
reform has created more resilient financial intermediaries, more stable funding profiles, and 
sounder market structures, providing the foundation for deep, liquid, and resilient capital 
markets. 


Page 12 of 23 



364 


House Financial Services and General Government Subcommittee 
Questions for the Record for Secretary Jacob J. Lew 
Hearing on the United State Department of Treasury Budget 
Hearing held March 16. 2016 

Despite repeated claims to the contrary, there is no compelling evidence of a broad-based 
deterioration in liquidity. In fact, most traditional measures of liquidity across U.S. fixed income 
sectors are well within historical levels. Market participants point to a number of measures as 
proxies for liquidity, including bid-ask spreads, trading volume, market depth, and the price 
impact of trades. Each of these measures captures some aspect of liquidity, but none is 
comprehensive. 


Housing Finance Reform 

Fannie Mae and Freddie Mac remain in conservatorship. 

Question 26: 

In 2016, how does Treasury intend to reform housing finance? 

Answer: 

After more than seven years, Fannie Mae and Freddie Mac are still in conservatorship, and 
taxpayers remain at risk. The best way to responsibly end conservatorship of the GSEs is 
through comprehensive housing finance reform legislation. We believe such a reformed system 
should require more private capital in the system; end the Fannie Mae/Freddie Mac duopoly 
business model in order to improve system stability and better protect taxpayers; ensure broad 
access for all creditworthy families to sustainable products like the 30-year fixed rate mortgage 
in good times and bad; and help ensure sustainable rental options are widely available . The 
Admini.stration remains committed to supporting comprehensive, bipartisan housing finance 
legislation that supports these principles. 

Question 27; 

What incremental progress can be made by Congress, short of comprehensive reform? 

Answer: 

The Administration remains committed to enacting bipartisan comprehensive housing finance 
legislation. In the interim, we appreciate the important transition efforts made to date by the 
Federal Housing Finance Agency with respect to reducing the GSEs’ retained investment 
portfolios, cultivating their respective credit risk transfer programs, and building a common 
securitization platform. Additionally, we are encouraged by FHFA's progress in defining 
important obligations for the enterprises' duty to serve underserved markets. 

U.S. Treasury Market 

Treasury and the other agencies recently pul out a broad request for information on the 
changing structure of the market for US Treasury securities. This comes on the heels of the 
Joint Report on the Qctober 2014 flash rally and numerous public discussions on the 
changing profile of the market in terms of participants and overall structure. 
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Question 28: 

Are there particular areas within the market where Treasury is focused and concerned 
that either new structures or new participants may be impacting the overall efficiency and 
liquidity of this important and unique market? 

Answer: 

One of the key observations of the Joint Staff Report on the events of October 15, 2014 was the 
increased prevalence of principal trading firms (RTFs) as market-makers in the cash Treasury 
markets. Treasury’s request for information asked several questions about the implications for 
market structure and market functioning, as well as liquidity provision, in Treasury markets. The 
growth of RTFs has been driven by technological developments that have reshaped the structure 
of all standardized securities markets, including on-the-run Treasury securities. Another 
observation from the JSR is the increase in high-frequency trading, which is increasingly 
prevalent in Treasury' markets and is used by an array of firms, ranging from owner-operated 
start-ups to the largest hedge funds and broker-dealers, reshaping an entire industry structure. It 
has exerted competitive pressure on traditional players by tightening pricing parameters and 
creating informational advantages. 

As with any major technology disruption, there are potential benefits and risks arising from the 
growth of RTFs and high-frequency trading. The key for policymakers is to recognize that the 
technology is here to stay, and we need to be forward thinking about its effects on market 
functioning. At Treasury, we are engaging with market participants, academics and other policy 
makers to better understand the new market structure. 


Page 14 of 23 



366 


House Financial Services and Genera! Government Subcommittee 
Questions for the Record for Secretary Jacob J. Le w 
Hearing on the United State Department of Treasury Budget 
Hearing held March 16. 2016 


Questions for the Record Submitted by Congressman Mark Amodei 

Financial Stability and Oversight Council authority over the Consumer Financial Protection 

Bureau 

The Consumer Financial Protection Bureau (CFPB) was created under Dodd-Frank as an 
independent agency run by a director as opposed to a commission. Because there is no 
commission, the director may begin rulemakings and operate the Bureau with no system of 
voting or check by commission members with alternate view-points. The CFPB operates off 
transfers from the Federal Reserve and does not answer directly to any oversight authority 
other than the Financial Stability and Oversight Council’s (FSOC) ability to veto a rule. 
Though the CFPB must follow Administrative Procedures Act policies for rulemakings, 
they are not subject to Office of Management and Budget (OMB) review process. The 
CFPB under the direction of one, unelected director (subject to Senate confirmation) is 
able to collect data, examine financial institutions, issue guidance, and develop policy with 
essentially no oversight. 

Since the Dodd-Frank bill passed and CFPB inception, community banks have lost market 
share at a rate double that of before the bureau’s existence. They lost market share at a 
rate of 6% between 2006 and 2010 (the financial crises) but at a rate of l2"/o from 2010 to 
2014 (Dodd-Frank enactment). This information is credited to a study done by fellows at 
the Harvard Kennedy School of Government. The study finds that the community banks 
are losing share in real estate and business loans. The study is based on data provided by 
tbe FDIC whose chairman serves on the FSOC voting board. According to the CFPB itself, 
community banks are “a lifeline to hardworking families paying for education, unexpected 
medical bills, and homes.” According to the Federal Reserve Board of Governors, who also 
are represented on the FSOC voting board, the loss of community banks could result in the 
total loss of credit in some rural and small markets. 

Interpersonal-relationships are the backbone of community bank lending (according to all 
of the above entities) and the CFPB promulgates one-sizc-fits all rules that remove the 
flexibility for community banks (and credit unions) to use judgement and work with their 
neighbors on lending. They do this in-spite of the fact that community bank default rate 
hovers around 3% as opposed to the larger bank rate of 10%. 

Tbough the FDIC has claimed that the declining number of community banks is overstated 
because often the failing banks are consolidated and bought out by other banks, the FDIC 
fails to consider bow regulatory burden has impacted these failures. In 2014, studies 
conducted by universities and state fed branches found that 1/3 of community banks 
would have to hire new legal staff to help them comply with new regulatory burden and 
1/3'^'' of community banks had already done so. The study found that hiring just two 
additional staff members would make 1/4"* of these institutions unprofitable. 
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In 2012, former FDIC chair, Sheila Bair said that community banks have gotten out of the 
business of consumer lending because its too hard and too expensive to comply with CFPB 
rules. The Federal Reserve System held a conference of State Bank Regulators in 2014 
where they stressed that community banks are deeply concerned about looming CFPB 
regulations. 

FSOC is directed by Dodd-Frank to facilitate information sharing and coordination 
amongst member agencies and state and local agencies when in the context of financial 
regulations, rulemakings, examinations, and enforcement actions. However in its 150 page 
2015 report, FSOC hardly mentions small financial institutions and does not address 
community bank closure impact at all. 

Question 1; 

What do the members of FSOC believe to be “significant economic harm” if not the rapid 
closure and consolidation of small banks across the country? 

Answer: 

FSOC’s responsibility is to identify and address threats to financial stability and as part of its 
work, regularly assesses macroeconomic and financial market developments. FSOC members 
have noted that community banks play a critical role in providing credit and banking services for 
households and businesses across communities throughout the United States. As a result, FSOC 
members have supported tailored approaches to regulation. For example, the CFPB relaxed the 
Qualified Mortgage ("QM”) standards for small and rural originators and also for smaller 
mortgage servicers. The banking agencies have also taken numerous steps to tailor their rules, 
including efforts to streamline regulatory reporting, expand the universe of well managed 
community banks subject to examination every 18 months instead of every 12 months, and make 
it easier for new banks to be chartered. Moreover, banking agencies have been undertaking a 
review of the rules and regulations they have issued over the past 1 0 years as required by the 
Economic Growth and Regulatory Paperwork Reduction Act (EGRPRA), The agencies have 
held multiple public outreach sessions around the country, have collected written public 
comment on a wide range of rules, and plan to submit a final report on the EGRPRA review by 
the end of this year. 

The consolidation of small banks acro,s.s the country, however, does not appear to be a post-crisis 
development but part of a longer-term trend that has been going on for several decades. Banks 
have sought to merge or acquire other banks in order to grow services across a wider geography, 
lower operating costs and spread credit risk over a larger, more diversified customer base. 
Moreover, while community banks face some pressure on earnings because of the current low 
interest rate environment and their heavy reliance upon net interest income, the FDIC reports that 
community banks are broadly profitable and, as a group, are outpacing the industry in terms of 
both earnings and loan growth. The CFPB recently noted that number of community banks and 
credit unions that originated home-purchase mortgages last year was higher than the year before. 
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Question 2: 

What methodology docs FSOC use when determining which rules should he considered for 
veto? 

Answer: 

Section 1023 of the Dodd-Frank Act provides that a member agency may petition the Council to 
set aside a final regulation of the Bureau if the Council decides that it would "put the safety and 
soundness of the United States banking system or the stability of the financial system of the 
United States at risk." Section 1023 also sets forth certain procedural requirements, including 
that the agency filing the petition has in good faith attempted to work with the Bureau to resolve 
concerns. The Dodd-Frank Act appropriately sets a very high standard for FSOC to take action 
regarding the Bureau’s independent rulemaking process. 

Question 3: 

Considering that multiple members of FSOC's voting board have identified community 
banks as economically significant, but has not yet take any action to prevent CFPB rules 
from buckling the industry: What communication coordination policy does FSQC have to 
make sure that its voting members are sharing information as directed by Dodd-Frank? 

Answer: 

FSOC has written protocols for consulting on rules for which coordination is required under the 
Dodd-Frank Act Further. FSOC's Deputies Committee and its other staff-level committees 
provide fora in which agencies can coordinate or consult. The Government Accountability 
Office has studied how federal financial regulatory agencies have coordinated the 
implementation of rulemakings required under the Dodd-Frank Act and has found that agencies 
recognize the importance of interagency coordination and exceeded the coordination and 
consultation requirements of the Dodd-Frank Act by engaging in numerous instances of 
voluntary regulatory coordination. 
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Questions for the Record Submitted by Ranking Member Jose E. Serrano 
Impact of Budget Cuts 

Regarding the impact of the deep cuts in the IRS budget, when inflation is taken into 
account the IRS was down to 1998 levels in 2015 and only recently received an increase 
(which still has them down almost 19% below 2010 levels). 

Question 1: 

What are the short and long-term ramifications of reducing the ability of the IRS to 
accurately and efficiently collect tax revenue? 

Answer: 

Budget reductions since FY 2010 have had a significant impact on IRS performance and create 
long-term risk for tax administration. Between FY 2010 and FY 2015, the IRS budget was 
reduced by $1.2 billion (9.9 percent) even as the filing population continued to grow with over 7 
million additional individual filers. Despite an additional investment of $290 million this year 
(FY 2016), the IRS budget is 17 percent lower than it was in FY 201 0, accounting for inflation. 

As a result of these cuts. IRS staffing has declined by nearly 15,000 through FY 2015, including 
over 5,000 fewer key enforcement positions. These cuts have had a dramatic impact on taxpayer 
service and tax law enforcement efforts. In FY 2015, telephone level of service declined to 38 
percent, an unprecedented and unacceptable low. At the same time, individual examination 
coverage declined from 1.1% in FY 2010 to 0.8% in FY 2015 (representing 350,000 fewer 
audits), while rates for small and large corporations declined as well. Declining enforcement 
activity is estimated to have cost the government over $20 billion in lost enforcement collections 
over the last five years. 

Moreover, although level of service has improved somewhat thanks to additional funding this 
year, the implications of reduced service and enforcement on voluntary compliance over the long 
run is concerning. The success of the nation's voluntary compliance taxation system depends on 
compliant taxpayers being able to receive the assistance they need to accurately determine their 
tax liability and conveniently pay what they owe while reassuring those taxpayers that non- 
compliance by others will be identified and rectified. Qver time, the declines in both service and 
enforcement activity threaten to undermine the nation’s high levels of voluntary compliance if 
compliant taxpayers change their behavior because they cannot get the help they need or they no 
longer believe the system is fair. Based on historical data, a one percent decline in the voluntary 
compliance rate would result in a $30 billion decline in tax revenue. 

Besides voluntary compliance, reduced staffing and resources have significant ramifications for 
effective tax administration going forward. The following examples are not intended as an 
exhaustive list but identify some of the most serious risks. 
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• Asa result of the ongoing hiring reductions, the IRS faces a significant loss of expertise as 
experienced employees retire and there is insufficient funding to replace them. Delays in 
hiring mean that accumulated knowledge cannot be transferred to new staff, and some skills 
may be irretrievably lost. Although the IRS recently initiated an enforcement personnel 
hiring effort, this will replace less than a third of the 2,400 enforcement staff that the IRS 
expects to lose this year alone. 

• IRS information technology infrastructure is unacceptably aged, with nearly 60 percent of the 
hardware inventory in need of updates. Aged hardware and software is more costly to 
maintain and increases the risk of a critical failure that could threaten the filing season or 
other aspects of IRS operations. 

• The ability to address emerging tax administration demands is severely limited by reduced 
funding. New demand may come in a variety of forms, including; delivering new services 
(online account access or taxpayer digital communications), addressing emerging threats to 
privacy and the tax system (cybersecurity, identity theft and refund fraud), and implementing 
new legislative mandates (private-debt collection, the Affordable Care Act or the ABLE 
Act). While the IRS has been able to make headway in each of these areas, that progress at 
times has been slow and the lack of new resources has required that these demands be met at 
the expense of other base activities. 

Community Development Financial Institutions (CDFI) 

You are also proposing legislative changes to the Bond Guarantee program, such as 
reducing the minimum bond issue size from SIOO million to S25 million. 

Question 2: 

How will these changes enhance the program? 

Answer: 

The CDFI Bond Guarantee Program addresses a fundamental challenge in revitalizing 
communities, creating jobs, and expanding economic opportunity: many low-incomc and 
underserved communities require long-term, fixed-rate financing that the private market does not 
generally offer. The program provides a long-term, fixed-rate source of capital so CDFIs can 
provide the financing communities need. 

Despite receiving $2.75 billion in authority for FYsl3 to 16, the CDFI Fund was able to issue 
just $852 million in bonds over those periods. In reviewing the rounds, our research suggests 
many CDFIs have limited equity to support the minimum size bond loan that Qualified Issuers 
find cost effective to participate in the program. 

Reducing the Bond Issue minimum to $25 million would enable a Qualified Issuer to assemble 
smaller pools of CDFIs that do not have the capacity to lend or manage $100 million bond issue 
but still have a need for long-term capital in their communities. 
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We anticipate broader participation as a result of the decrease in the minimum Bond Issue size 
which would increase the likelihood that the Bond Loan proceeds would be disbursed to a larger 
geographic area and across multiple business sectors and low-income communities. This change 
would particularly benefit CDFIs in rural communities and those with smaller-scale projects. 

A legislative change that authorizes the adjustment of the Risk-Share Pool requirement from zero 
to four percent would provide flexibility for Qualified Issuers to structure pools of Eligible 
CDFIs and diversify risk across the portfolio. In instances of a very .strong CDFl, the Risk-Share 
Pool requirement could be reduced to zero or one percent, resulting in lower cost to the Eligible 
CDFl. Conversely, Idigible CDFIs that score with a positive subsidy could be required to 
provide a higher payment to the Risk-Share Pool of up to four percent to offset the positive 
subsidy. 

To diversify risk across the program, the CDFl fund is also requesting legislative authority to 
assess a one percent fee on each Bond Issue. 

You’ve requested an increase of S2.4 million in the CDFl Administrative budget — this is 
relatively small compared with some of other numbers that we will discuss today, but it has 
an outsized impact. 

Question 3: 

What will this money allow you to do and what will happen if you do not receive the 
increase? 

Answer: 

The CDFl Fund administrative budget supports a variety of purposes including staffing, 
administration of non-monetary programs and activities, and the enhancement of existing 
management and information systems. At the FY 1 6 level of funding CDFl Fund is forced to use staff 
from other federal programs to supplement existing staff. The $2.4 million increase will allow the 
CDFl Fund to effectively staff programs, continue program evaluations and research efforts, and 
develop the Community Development Impact Measuring Estimator (CDIME) modeling tool, 
which will standardize the reporting of job and social impact performance measures. 

This relatively small increase will have a huge impact on the CDFl Fund's operations. If the 
additional funding is not received, the CDFl Fund will continue to manage programs using staff 
from other federal programs where feasible to supplement existing staff Lack of additional 
funding will also delay critieal infrastructure and support projects such as the development of the 
CDIME and timely completion of program evaluations which would support and inform planned 
improvements to the Fund’s aw'ard and management processes. 
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DATA Act 

Congress passed the Digital Accountability Transparency Act of 2014 and now the agencies 
have to implement it at the same time that budgets are under a lot of pressure. 

Question 4: 

You’re requesting an additional S6 million at Treasury to comply — what will you be doing 
with that funding? 

Answer: 

Treasury’s DATA Act implementation activities will continue into FY 2017. The $6.2 million 
that Treasury requested in the FY 2017 President’s Budget includes $3 million for the 
Administrative Resource Center (ARC),$3 million as a portion of the Department-wide Systems 
and Capital Investments Programs (DSCIP), and $237,000 in Departmental Offices Salaries and 
Expenses (S&E). ARC will use its funding to upgrade ARC’S financial management system 
platform to meet DATA Act reporting requirements for ARC'S shared services customer 
agencies. This funding will also support ARC in improving business processes supporting FPDS 
reporting and other award reporting to USASpending.gov in preparation of the new DATA Act 
reporting. ARC will also prepare for and provide ongoing DATA Act reporting services to 
federal agencies using ARC'S system platform. Separately, Treasury's $3 million DSCIP request 
will be used to support bureau development, modification, and integration of attributes to address 
gaps at the transaction level for affected systems and will help mitigate any reporting service 
costs. Treasury's request will also be used to automate and build upon disparate interfaces of 
Treasury .systems across financial management, procurement, grants, and loans. Finally, 
Treasury's S&E request will be used to establish a DATA Act Program Management Office 
(PMO) within the Office of the Deputy Chief Financial Officer to oversee and coordinate 
Treasury’s DATA Act implementation. 

Cybersecurity Enhancement 

You’re proposing to create a cybersecurity enhancement program that would be a 
centralized account funded at S109.8 million. 

Question 5: 

Are these activities currently funded? What is the benefit of this new centralized account? 

Is this increasing the amount of spending on cybersecurity? What will actually be done 
differently? 

Answ'er: 

The following two activities are currently funded under the Departmental Offices Salaries and 
Expenses Account, but the President’s Budget proposes transferring them to the Cybersecurity 
Enhancement Account (CEA) for the purpose of consistency: 
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• IT Cybersecurity Enhancements with $1.1 million, 

• Digital Infrastructure Security Team with $2 million. 

Other than those two items, the proposed new cyber spending is in addition to the substantial 
current Treasury efforts to protect the Department and taxpayers from cyber-attacks. 

Cybersecurity is a top priority for Treasury and the Administration. Centralizing increased 
spending in the CEA will help Treasury leadership direct funds as appropriate to achieve 
cybersecurity objectives. The CEA will provide a platform that will enable and encourage 
information sharing across Treasury bureaus at the direction of the CIO, thereby supporting the 
goals of the Federal Information Technology Acquisition Reform Act (Fi rARA). Establishing a 
dedicated cybersecurity account will also provide the flexibility' between bureaus to fund 
unforeseen critical cybersecurity needs without sacrificing scheduled work. Finally, the three- 
year authority requested for the CEA will enable Treasury to plan multi-year investments in 
cyber defenses, and take a more holistic view in protecting information systems that are critical 
to the national economy. 


The Cybersecurity Enhancement Account begins to centralize cybersecurity investments to fully 
leverage leadership and expertise across the Department. The CEA will enable better allocation 
of cybersecurity resources, identification, and promulgation of best practices, and improved 
visibility among .senior leadership into cybersecurity spending and activities. 


Corporate Inversions 

Undoubtedly a major issue facing the Treasury is the problem of corporations renouncing 
their American citizenship to dodge taxes, while claiming benefits paid for by other 
business and individual taxpayers. Both House and Senate members urged you last month 
to apply more fully every tool at your disposal to stop these inversions and stem the flow of 
revenue that we are losing as a result of these tax-motivated deals. One form of tax 
avoidance is what tax lawyers call a “hopscotch” transaction - a move that one of the prior 
Treasury Notices addressed. But these narrow notices have been circumvented, and the 
problem has only worsened. The Wall Street Journal counted the Johnson Controls-Tyco 
deal as the 12th expatriation since the first Treasury Notice in September 2014. Just 
lowering the threshold in that prior notice would prevent the Pfizer merger from going 
through or, if it proceeded, result in tens of billions more to the U.S. Treasury. 

Question 6: 

Will Treasury be responding positively to those requests and adopting regulations that will 
prevent Pfizer and other multinationals from dodging their responsibility to help pay for 
our national security and other vital public services? 
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Answer: 

On April 4, 2016, the Treasury and the Internal Revenue Service (IRS) issued temporary 
regulations that both limit the ability of U.S. eompanies to undertake a corporate inversion and 
reduce the potential tax benefits of inversions. Fn addition to formalizing Treasury’s two 
previous actions contained in Notices released in September 2014 and November 2015, these 
temporary regulations take additional actions to limit inversions and to reduce the potential tax 
benefits of inversions. In particular, the temporary regulations prevent a foreign company 
(including a company that has recently undergone an inversion that acquires multiple U.S. 
companies in stock-based transactions over a short period of time from using the resulting 
increase in size to avoid the statutory inversion ownership thresholds for a subsequent U.S. 
acquisition. Furthermore, on April 4, 2016, the Treasury and the IR.S also issued proposed 
regulations to curb the use of earnings stripping by focusing on transactions that some 
multinational firms use to generate large interest deductions in the United States by simply 
transferring financial instruments that they characterize as debt between subsidiaries without 
financing new investment in the United States. 

We will continue to explore additional ways to limit inversions. But only Congress through 
legislation can stop these transactions. Until that time, creative accountants and lawyers will 
continue to seek new ways for companies to move their tax residences overseas and avoid paying 
taxes here at home. We urge Congress to take action, and we believe the best way would be to 
enact comprehensive business tax reform with specific anti-inversion provisions. These 
proposals are detailed in our FY 20 1 7 Budget submission. The Administration has been working 
with Congress for several years in an effort to reform our business tax system, and make it 
simpler and more pro-growth. 
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